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Company Supervision ,
Washington Office of the Insurance Commissioner
5000 Capitol Boulevard

Tumwater, Washington 98501

Re: PREMERA; Our File No. 61000-001

Dear Mr. Odiome:

Cantilo & Bennett, L.LL.P. (“C&B”) has been engaged by the Office of the Insurance
Commissioner of the State of Washington (the “OIC”) to assist in the evaluation of a proposal by
the Premera Group (“PREMERA”) to change the ultimate controlling entity of PREMERA’s
members, which are regulated by the Insurance Commissioner of the State of Washington
(the “Commissioner”) pursuant to Title 48 (“Washington Insurance Code”) of the Revised Code of
Washington (“RCW?”). Transmitted with this letter is the final report (“C&B’s Final Report” or the
“Final Report”) of the analysis conducted by C&B at the request of the OIC. This letter explains
the context of this analysis and summarizes C&B’s views based on the Proposed Transaction as
currently constituted, the information made available thus far, and the final reports submutted by
other consultants engaged by the OIC. Thus, this letter should serve as an executive summary (the
“Executive Summary”) of C&B’s Final Report. Throughout this Executive Summary and C&B's -
Final Report (collectively referred to as “C&B’s Analysis™), PREMERAs proposed conversion
shall be referred to as either the ““Proposed Transaction™ or the “Transaction.” C&B’s Final Report
explains the facts and information reviewed by C&B, the context of the analysis, and important
assumptions and qualifications regarding C&B’s conclusions. This Executive Summary must be
read together with C&B’s Final Report, and the OIC should not rely solely upon this Executive
Summary.

ISSUES CONSIDERED
Initially, the review envisioned in C&B’s engagement by the OIC (the “C&B Engagement”

or the “Engagement”) was contemplated to occur in two separate and distinct stages (herein referred
to as “Stage One” and “Stage Two™). In Stage One, C&B was asked to provide an analysis and
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opinion as to: (1) whether PREMERA has complied with the appropriate change of control filing
requirements; (2) whether the Proposed Transaction is economically viable; (3) whether PREMERA
has complied with applicable law, including the Washington Insurance Code, applicable Washington
Administrative Code (“WAC”) provisions, RCW Title 24 (“Washington Nonprofit Corporation
Act”), and certain provisions of federal law;' and (4) whether the Proposed Transaction is fair to
policyholders,? health care providers, and the public. However, the two stages have largely been
combined because analysis of the Proposed Transaction has not progressed in the manner
contemplated originally by the OIC. C&B has analyzed many of the Stage Two matters together

with those originally envisioned as constituting Stage One. Specifically, the Stage Two issues
analyzed within this Final Report include: (1) conversion-related self-dealing and conflicts of
interest of PREMERA s officers and trustees; (2) the independence of the Foundation Shareholder
and Charitable Organizations® on the one hand, and PREMERA on the other hand; and (3) the stock
transfer documents and the related transfer of PREMERA’s fair market value. As will be seen,
many of the matters identified originally as pertaining to Stage One and those pertaining to Stage
Two overlap and are substantially interrelated, accounting for the decision to combine them in one

Final Report.

On August 25, 2003, C&B provided the OIC, at its request, a confidential opinion and
analysis regarding certain legal issues concerning the allocation of consideration in the event that
the Proposed Transaction is implemented (the “Allocation Analysis”). The Allocation Analysis was
not contemplated in C&B’s Engagement and is not addressed in C&B’s Analysis provided herewith.

LIMITATIONS & QUALIFICATIONS

. C&B’s Analysis is issued exclusively to the OIC, and only the OIC may rely uponit. C&B’s
Analysis may not be quoted, in whole or in part, without C&B’s written consent, with the exception
of the Executive Summary, which may be disclosed to the public in its entirety. Except to the extent
expressly agreed upon as part of the Engagement, C&B will have no obligation to “bring down” or
update C&B’s Analysis after it is first issued.

In conducting its analysis, C&B has relied on the sufficiency and accuracy of the information
provided by PREMERA, the OIC, the OIC’s other consultants or advisors, and other sources.
C&B’s Analysis evaluates the Transaction based on information gathered and analyzed through
October 15, 2003. A description of the information provided by PREMERA, which has been

! This third assignment of Stage One differs from our Engagement, because C&B has identified federal laws
that are applicable to the OIC’s review of the Transaction.

2 The terms “policyholder” and “subscriber” may be used interchangeably or together throughout C&B’s
Analysis. '

3 The terms “Foundation Shareholder” and “Charitable Organizations” are defined in the Final Report.
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reviewed by C&B and the other consultants, is provided in Appendix I. In addition, C&B and the
other consultants have attended numerous meetings, and participated in numerous telephone calls,
with PREMERA’s management, key employees, counsel, and its advisors, as well as with state
officials and their advisors. Moreover, as part of its analysis, C&B has reviewed the reports
provided by the other consultants and has incorporated selected excerpts in this Final Report.
C&B’s Analysis should be read in conjunction with the reports of the other consultants.

C&B has made diligent efforts to request, and to assist other OIC advisors in requesting and
obtaining, from PREMERA, all of the information necessary for an adequate review of the relevant
issues raised by the Proposed Transaction. Although PREMERA appears to have made substantial
efforts to provide the information requested, many seemingly important documents have not been
provided, primarily due to PREMERA’s claims of attorney-client privilege or the doctrine of
work-product. Judge George Finkle, the Special Master appointed by the Commissioner, conducted
in camera reviews of these documents and issued opinions on August 22, 2003, and September 8,
2003, which sustained a majority of PREMERA’s claims. The applicability of C&B’s Analysis is
limited to the extent that the materials withheld, if produced, would have altered C&B’s conclusions.

Many of the issues considered in C&B’s Analysis relate to prospective events, anticipated
conduct, and possible consequences following the Proposed Transaction’s hypothetical
implementation. C&B has made assumptions regarding these matters, that it believes are
reasonable, in light of the information provided by PREMERA and other sources. Where relevant,
these assumptions are identified in this report. If prospective events or anticipated conduct differ
materially from that which is assumed in C&B’s Analysis, the observations and recommendations
provided herein may be less applicable, or inapplicable altogether. Generally, C&B’s Analysis is
based on the Proposed Transaction’s structure as of October 15, 2003. However, C&B notes that
the OIC presented to PREMERA orally, in February 2003, a list of at least some of the OIC’s initial
fundamental concerns with the structure and elements of the Proposed Transaction (the “Structural
Issues™). These Structural Issues are summarized in C&B’s Final Report. The intent of this
February presentation was to provide PREMERA an opportunity to amend the Transaction if it
deemed approprnate. In addition, the OIC’s other consultants and C&B have advised PREMERA
throughout the review process of many of the concerns to which they believed the Proposed
Transaction gave rise. However, PREMERA advised that it would not amend the Proposed
Transaction before the issuance of the consultants’ final reports.

On October 23, 2003, the Commissioner issued an order indicating that any changes to the
Form A made after October 15, 2003 (the deadline for amendment of the Form A) need not be
addressed or incorporated in the consultants’ final reports. Thus, unless otherwise noted, C&B has
analyzed the Form A as of October 15, 2003. If PREMERA decides to make further changes to the
Form A after that date, or after the issuance of C&B’s Final Report, or if it negotiates certain
conditions to be imposed by the Commissioner upon approval, the observations and
recommendations made herein may have limited relevance and application or be wholly inapplicable
or irrelevant.




The Honorable James T. Odiome

October 27, 2003 , .
Page 4 CANTILO & BENNETT, L.L.P.

On October 3, 2003, the consultants submitted to the OIC and PREMERA draft reports
expressing preliminary views regarding issues they have analyzed based on the structure of the
Transaction at that time. Following review of these draft reports, Premera continued to insist that
it would not amend the Form A, but asked to meet with representatives of the OIC and its

 consultants to discuss some of the concerns raised in the draft reports. OIC representatives agreed

to such a meeting for the purpose of clarifying and simplifying issues in anticipation of the
evidentiary hearing on the Proposed Transaction. The meeting took place on October 22,2003, and
included representatives of the OIC, C&B, and The Blackstone Group L.P. (“Blackstone”) as well
as those from PREMERA and its advisors. In the course of this meeting, possible changes to the
Proposed Transaction were discussed, which might mitigate at least some of the concerns of the OIC
and its consultants. The breadth of the issues considered is such that C&B does not believe that,
even where possible solutions were identified, these matters should be addressed as conditions to
an order approving the Proposed Transaction. If conditions sufficient to resolve all of the material
concerns articulated by the consultants were included in an approval order, they would have the
effect, in the aggregate, of imposing fundamental changes upon the conversion as proposed by
Premera. C&B believes that it is not the office of an approval order to implement such fundamental
changes. If the Commissioner concludes upon the record before him that he cannot, or should not,
approve the Proposed Transaction as constituted as of October 15, 2003, without fundamental
changes, the remedy, if any, lies in a new application (or an amendment of the old one), of which -
reasonable notice can be provided to all interested parties, and which can be subjected to adequate

- and integral analysis by the OIC and its advisors. It would be a disservice to the parties and the

public to shortcut that process.

To the best of C&B’s knowledge, no direct legal precedent exists in Washington for the
analysis of many of the pertinent issues. Due to the paucity of specific case law in this and other
jurisdictions, as well as the unique nature of the issues to be opined upon, a substantial portion of
C&B’s Analysis is based on analogous statutes and case law from this and other jurisdictions, as
well as C&B’s general experience in these areas. To the best of C&B’s knowledge and experience,
C&B’s Analysis provides a reasonable evaluation of the relevant issues. C&B’s Analysis is based
on the law as it existed at the time of the analysis. There can be no assurance that any of the relevant
law will not change prior to implementation of the Proposed Transaction, and C&B’s Analysis may
be less applicable, or inapplicable, to the extent of such changes.

SUMMARY OF C&B’S CONCLUSIONS

Each of the Stage One and Stage Two issues considered in C&B’s Analysis is described
below with C&B’s conclusions. Undefined terms are defined in C&B’s Final Report.

STAGE ONE

1. Has PREMERA complied with the appropriate change of control filing requirements?
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PREMERA'’s Form A cannot be deemed complete until the items listed in the
deficiency schedule sent to PREMERA on September 10, 2003, are satisfied,
including: (a) Description of Stock Ownership Plan (Exhibit G-10); and (b)
Schedules 1 (Assets) and 2 (Assumed Liabilities) to Exhibit D (Exhibit G-11 to the
Form A). Executive compensation plans provided after the October 15, 2003,
amendment deadline cannot cure that deficiency, in part, because there has not been
a reasonable opportunity for sufficient review of these plans.

An issue that arises under applicable law, is whether the Foundation Shareholder will
have “control” of New PREMERA, by virtue of the stock proposed to be conveyed
as part of the Transaction. “Control” is a term specifically defined in the applicable
statute, and the existence of control has substantial consequences. PREMERA
suggests, inappropriately, that a Disclaimer of Control filing serves to eliminate
control. Whether or not control exists (or would exist if the Proposed Transaction
were implemented) depends on the elements of the Transaction. The disclaimer can
do no more than describe those elements. It cannot eliminate control created by the
Transaction. Thus, an appropriate explanation for the suggested absence of control
would cite to the Stock Governance Agreements and other organizational documents
intended to eliminate the Foundation Shareholder’s control of New PREMERA.
Notably, by virtue of those same and related provisions, those agreements may
undermine the transfer of PREMERA’s fair market value to the Foundation
Shareholder and Charitable Organizations. Though Premera does not explicitly
concede this point, analysis of the conversion by the OIC and its advisors has been
premised on the principle that conveyance of PREMERA’s full market value is a
fundamental legal requirement for satisfaction of the public’s stake in the company.*
It is evident, in any event, that PREMERA has designed the Proposed Transaction
so that the Foundation Shareholder and Charitable Organizations cannot exercise the
authority and control typically inherent in the level of ownership proposed for these
entities. Therefore, whether or not the Stock Governance Agreements fail a
fundamental legal requirement, for purposes of the public policies underlying the
Holding Company Acts and other applicable law, New PREMERA should be treated
as the acquiring person. And this is so even if the purported disclaimer and the
restrictions do not compel that result.

“ In what it may view as effective avoidance of this issue, Premera concedes merely that it has agreed to convey

“100% of its stock to the Foundation Shareholder, which represents the fair market value of the company upon
consummation of the conversion transaction.” Premera may argue that this is not a required element of the Proposed
Transaction, but it clearly offers it as an inducement to its approval. Whether or not Premera agrees that it must convey
its fair market value, it claims that the conversion would do so. Observations by C&B and other OIC consultants to the
effect that elements of the Proposed Transaction fail to achieve this result are, therefore, clearly material to the
Commissioner’s determination.
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2. Is the Proposed Transaction economically viable?

L] While economic viability is a broad term that might encompass a variety of analyses,

in the context of this Transaction, it refers primarily to the consideration proposed

to be paid by the buyer (New PREMERA and its future investors) to the seller (the

citizens of the State of Washington) for the sale of PREMERA. In broader terms,

economic viability turns on whether the public’s interest in PREMERA 1is
safeguarded in the Proposed Transaction. In effect, that requires a determination as

to whether the fair market value of PREMERA will be conveyed to the Foundation
Shareholder and the Charitable Organizations, and will thereafter inure exclusively

to the benefit of the public. Initially, economic viability involves the extent to which
PREMERA will be able to complete a successful initial public offering (“IPO”),

which depends on several factors, including whether the company follows proper
procedures in the IPO. However, there are several potential negative factors that

may affect the economic viability of the IPO, as defined in Blackstone’s letter

opinion. Moreover, even a successful IPO, properly conducted, would not guarantee

that the Transaction will be economically viable in the sense described here. A

variety of stock restrictions and other conditions proposed by PREMERA to be

imposed on the Foundation Shareholder and Charitable Organizations are likely to

reduce materially the value of the consideration received by them. That reduction s
may result in the aggregate consideration falling so far short of PREMERA’s fair (
market value that the applicable legal requirement (or, by Premera’s reckoning, an )
important element of its proposal) will not have been met.

3. Has PREMERA complied with applicable law, including the Washington Insurance Code,
applicable WAC provisions, Washington Nonprofit Corporation Act, and certain federal
law? ‘

u C&B has been advised by the OIC that there do not appear to be any material issues
regarding the transfer of the health care and insurance licenses and registrations of
the nonprofit companies. Those transfers, therefore, are likely to be approved by the
OIC if the Proposed Transaction complies with other applicable requirements.

u Although PREMERA appears to have market power in Eastern Washington, it is
improbable that the Proposed Transaction would violate antitrust laws because it
does not appear that it will result in an immediate increase in market share. It is
possible that access to additional capital will enable PREMERA to engage in anti-
competitive behavior that would not have been possible without such capital.
Nothing brought to C&B’s attention indicates an intent by PREMERA to engage in
such behavior. It is possible that the need to satisfy investor expectations may
induce PREMERA to increase premium rates, or reduce provider compensation,
either or both of which may have an adverse effect on the markets in which




The Honorable James T. Odione

October 27, 2003

Page 7

CANTILO & BENNETT, L.L.P.

PREMERA operates. This issue is discussed in some depth in the Final Report and
in the work of PricewaterhouseCoopers LLP (“PwC™).

PREMERA’s Form D appears to satisfy the applicable informational requirements.
PwC's analysis indicates that PREMERA has satisfied the Form D’s substantive
requirements with respect to the Cost Agreement and Management Agreement,
because those agreements, as well as charges proposed for services to be performed,
appear to be fair and reasonable, and the expenses incurred and payments received
apparently will be allocated according to customary statutory accounting practices
consistently applied. The Tax Agreement, however, does not satisfy the foregoing
legal standards because one of the provisions may result in members not being
reimbursed for certain tax attributes generated on a separate return basis.

The transfer of insurance contracts between Premera Blue Cross (“PBC”), and New
Premera Blue Cross Corp. (“New PBC”), and LifeWise of Washington, and New
LifeWise of Washington, should not be approved as contemplated in the Proposed
Transaction in the absence of express adequate assurances that the transfer will not
result in adverse changes in the terms or cost of coverage. While the Proposed
Transaction’s documents contain no such assurance, it is likely that Premera would
provide such assurances, and it would not be inappropriate to condition an approval
order on such a requirement.

In due course, New PREMERA will be required to obtain solicitation permits for the
IPO and subsequent financing, which will have to be reviewed by the Commissioner
to determine whether PREMERA has complied with applicable law. These permits
are not included as part of the Proposed Transaction’s documents, and C&B
therefore cannot ascertain whether they will comply with applicable law.

The indemnification provisions for the indemnitees of the Foundation Shareholder
and the Washington Charitable Organization are far broader than the statutory
provisions contained in Titles 23 and 24, RCW, and, because of their breadth, may
not be in the public interest. Moreover, certain bylaws of the Washington Charitable
Organization conflict with each other, and the Foundation Shareholder’s

‘presumption-of-assent requirement does not comply with statutory requirements.

Premera believes that applicable law can be interpreted so as to permit what it
proposes. While that may or may not be the case, the breadth of these provisions is
not required by such laws. As discussed in the Final Report, on balance the public
interest may be better served by narrower provisions in these areas. However, this
issue is closely entwined with that of the independence of the Foundation
Shareholder’s governing body. Greater independence for these directors may temper
the depth of concern prompted by the breadth of these protective measures.
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The Transaction would not be in the public interest if it provided that the Foundation
Shareholder would engage in lobbying on behalf of Premera or Washington insurers.
As currently formulated, the Proposed Transaction’s documents permit that
conclusion. Premera denies that it intended that result. The provision for lobbying
was claimed as necessary to assure that the Foundation Shareholder would qualify
as a 501(c)(4) organization under federal tax law. However, while it might have that
effect, enabling the Foundation Shareholder to lobby for purposes supported by
Premera is not necessary for that purpose. It is possible for the Foundation
Shareholder to qualify as a 501(c)(4) social welfare organization even without
requiring that it engage in substantial lobbying activities. Moreover, even if such

_ activities are deemed desirable, they can be structured in a manner more consistent

with the fundamental purposes of the Foundation Shareholder and Charitable
Organizations, such as providing that the Foundation Shareholder will lobby for the
interests of uninsured and underinsured populations. As is true of other related
issues, independence of the Foundation Shareholder from Premera would mitigate
these concerns as well.

The Transaction is not in the public interest to the extent that it proposes to exempt
the Foundation Shareholder’s management and directors from the prudent-person
standard of conduct. However, limiting such an exemption to the temporary
concentration of Foundation Shareholder assets in New Premera stock might be
appropriate under the circumstances of the Proposed Transaction.

As currently written, PREMERA’s and PBC’s Plan of Distribution could be
construed as suggesting that PBC does not hold any assets restricted to charitable,
benevolent, or similar purposes. Thus, the plan documents should specify that all
remaining PBC assets shall be transferred to PREMERA, on condition that those
assets be used only for charitable, benevolent, or similar purposes, and on further
condition that upon PREMERA’s dissolution, those assets be transferred to the
Foundation Shareholder. For PREMERA, similar language should be included with
respect to the transfer of assets to New PREMERA. As currently written, the
foregoing documents are not in the public interest to the extent that they permit
transfers of assets for inconsistent purposes.

In other respects, the various transfer of asset agreements appear to comply with
applicable law.

The Hart-Scott-Rodino Act probably subjects PREMERA to pre-merger notification

requirements under federal law. However, the Clayton Act’s substantive federal
antitrust requirements probably do not apply to the Proposed Transaction, because
PREMERA'’s market share immediately prior to, and after, the Transaction will be
substantially the same.
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4,

Is the Proposed Transaction fair to policyholders, health care providers, and the public?

In general, the Proposed Transaction would fail this test if it resulted in: (1) a
material deterioration in the health carrier’s financial viability, (2) an increase in
cost, or reduction in benefits, for coverages provided, (3) any other adverse effect on
availability or affordability of health care coverage, (4) adverse impact on health care
providers, (5) adverse effects on competition, or (6) failure to safeguard the public’s:
stake in the company. While other adverse consequences of the Proposed
Transaction are possible which would violate the applicable standards, those most
commonly observed fall in these six categories. The OIC’s other consultants and
C&B have analyzed the Transaction taking these considerations into account. The
following observations summarize the material conclusions regarding these issues.

The risk that PREMERA will be deemed to have experienced a “material change in
structure” and the attendant loss of tax benefits, is significant as indicated by PwC’s
tax analysis. Thus, the Transaction may not be in the public interest due to the
potential negative financial impact to the company, policyholders, and public as a
result of increased federal income tax liability, unless PREMERA can demonstrate
other countervailing effects. '

As demonstrated by PwC’s economic impact analysis, there is a material possibility
that the Transaction will have an adverse impact on premium rates or provider
payments, particularly in Eastern Washington, due to pressure to satisfy investor
expectations. Historically, PREMERA has not fully exited unprofitable markets,
though it may have reduced its writings in some cases. With the need to respond to
investor expectations, PREMERA may feel compelled to discontinue unprofitable
lines of business quickly and fully.

There is inadequate support in PREMERA ’s proposed uses of capital for its assertion
that approving the Transaction will prevent premium increases or will prevent the
reduction in provider payments which otherwise might be necessary to raise capital.

PREMERA’s assertions, that the Proposed Transaction will somehow provide a
substantial benefit to the company, due to an improved risk-based capital ratio or for
technological expenditure, are not supported sufficiently by substantial evidence, as
indicated by Blackstone’s valuation analysis. In fact, significant contrary evidence
exists. :

PREMERA’s outright rejection of some alternatives, such as a possible merger,
causes several potential problems. First, PREMERA’s arguments in favor of
becoming for-profit are less persuasive. Second, the board may not have met its due
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diligence duties. Third, PREMERA may have forever eliminated the Fouridation
Shareholder’s opportunity to receive a control premium. It may be that PREMERA’s
directors considered other alternatives. But they imposed upon this process a
requirement that any transaction preserve its independence and local control.
Premera has not offered analysis demonstrating that these conditions were necessary
or desirable from the perspective of its insureds or the public. It is possible for an
IPO to produce proceeds equal to the company’s fair market value under certain
circumstances, even without an explicit control premium. But PREMERA has not
provided analysis demonstrating that this transaction will compensate the Foundation
Shareholder for the absence of a control premium.

STAGE TWO

1. Conversion-related self-dealing and conflicts of interest of PREMERA’s officers and
trustees:
u As discussed in PwC’s executive compensation analysis, PREMERA’s turnover rate

for management may have been more favorable than other comparable companies.
PREMERA’s consideration of management retention in determining whether to
convert, when there was no apparent need, raises the specter of a conflict of interest.
If anticipated benefits for management and employees were not necessary to address
a recruiting and retention problem, the Proposed Transaction raises the question of
whether such benefits will merely enrich recipients. If so, will such enrichment
come at the expense of insureds and the public? Given the lack of supporting
evidence, significant weight should perhaps not be given to PREMERA’s assertion
that the Proposed Transaction is needed to improve management retention, due to the
lack of demonstrable support for such an assertion. Therefore, it is proper for the
Commissioner to consider whether the conversion was motivated in fact by a desire
to provide benefits to Premera’s directors and/or management.

On October 17, 2003, PREMERA finally provided the contemplated executive
compensation plans after nearly a year of requests for that information. The plans
provided address benefits for two years after implementation of the conversion, but
‘provide no guidance as to benefits to be accorded management or directors after that
date. The terms of the transaction as proposed as of October 15, 2003, effectively
leave the terms of subsequent plans in the hands of Premera and its successors, but
not the Foundation Shareholder as the single largest shareholder of New Premera.
Of course, the date of submission came after the deadline for amendment of the Form
A. In fact, the plans were provided too late to permit complete analysis. Evaluation
of those plans is necessary in order to determine whether they are contrary to the
public interest in that they enrich management or the board at the expense of insureds
and the public. Due to PREMERA'’s failure to provide these plans prior to the
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3.

October 15, 2003, date to amend the Form A, and because the plans only address the
two-year period following the conversion, C&B and the other consultants cannot
express a conclusion as to whether, these plans present a conflict of interest, or are
otherwise contrary to the public interest or the interest of policyholders and insureds.
As discussed in Stage One, a strong argument can be made that the Form A is
incomplete without these plans.

The independence of the Foundation Shareholder and Charitable Organizations on the one
hand and PREMERA on the other hand:

The Foundation Shareholder, which is to receive initially the consideration to be
conveyed to the public, is far from independent from PREMERA.

Indeed, it is probable that the Foundation Shareholder will be subject to substantial
influence or control by PREMERA and that, at least some of, its activities will be
conducted for PREMERA'’s benefit. The proposed inclusion of “Independent
Directors” does not alter this conclusion because they will not in fact be independent;
they will be PREMERA nominees consisting of: (1) PREMERA’s, PBC’s, or their
predecessors’ current or former board members, or (2) individuals nominated by
PREMERA and elected or appointed by a majority vote of the “Independent
Directors.”

The proposal that the Foundation Shareholder be authorized to lobby for certain
health care issues may result in efforts to utilize the Foundation Shareholder for
PREMERA ’s benefit. The Proposed Transaction contains no safeguard against this
possibility.

The stock transfer documents and the related transfer of PREMERA’s fair market value:

The Stock Governance Agreements contain substantial restrictions, which
individually or in combination, have the effect of undermining the required transfer
of PREMERA s fair market value to the Foundation Shareholder. These agreements
are as follows: (a) the Stock Restrictions Agreement, (b) the Voting Trust and
Divestiture Agreement, (c) the Registration Rights Agreement, (d) the Stockholder
Protection Rights, (e) the Excess Share Escrow Agreement, and (f) the
Indemnification Agreement. Some of the more egregious restrictions have been
identified in C&B’s Final Report and in Blackstone’s valuation analysis.

The Stock Restrictions Agreement does not provide for an allocation of
PREMERA s assets between the states of Washington and Alaska. Without such an
allocation, fair market value will not have been transferred.




The Honorable James T. Odiorne

October 27, 2003

Page 12

CANTILO & BENNETT, L.L.P.

The Voting Trust and Divestiture Agreement compels the Foundation Shareholder
to divest its Shares according to a predetermined schedule over a five-year period,
without regard to the effect of this schedule on the interests of the Foundation
Shareholder or the Charitable Organizations. Typically, provisions that compel a
stockholder to divest its shares pursuant to a predetermined schedule can have a
negative effect on the value of that stock, because those shares are not freely
tradeable. Thus, the Foundation Shareholder will not have the ability to sell only
when it deems doing so to be optimal. To that extent at least, such restrictions are
not in the public interest. Moreover, the Foundation Shareholder will be required to
transfer its voting rights in its Shares to New PREMERA, depriving it of any control
over the company of which it will be the largest shareholder and which, at least
initially, will be the Foundation Shareholder’s largest asset.

The proposed requirement that the Foundation Shareholder be liable, at least in part,
for the expenses or compensation of the Trustee, and the obligation that it indemnify
the Trustee, may be contrary to the interests of the public. The Trustee’s services
would not be required at all if PREMERA paid its fair market value to the
Foundation Shareholder in cash on the effective date of the Transaction. Moreover,
control of the Foundation Shareholder by PREMERA has the effect of requiring the
public assets to indemnify PREMERA for its own conduct.

The lack of independencé envisioned in the Registration Rights Agreement
undermines the public interest to the extent that PREMERA retains effective control

of such matters as pricing, underwriter discounts, commissions, and hold-backs.

The proposed Purchase Option for PREMERA deprives the Foundation Shareholder

_ of investment flexibility to a degree that may further undermine the value of the

stock ostensibly conveyed for the benefit of the public.

The Stockholder Protection Rights Agreement may have the effect of further
entrenching management, contrary to the public interest.

The Indemnification Agreement unfairly places the entire burden of potential tax
consequences and other liabilities, as a result of the Transaction, on the Foundation
Shareholder. There is no reasonable justification for requiring the Foundation
Shareholder to indemnify PREMERA with respect to any potential tax consequences
or other liabilities. PREMERA is the applicant that has initiated this Transaction,
and the Foundation Shareholder is unlikely to have any influence on the events
potentially giving nise to a liability indemnifiable under the agreement.

Due to the lack of productive use of the capital that PREMERA proposes to raise, the
value transferred to the Foundation Shareholder may be diluted by as much as 15

e
R
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percent according to Blackstone. This dilution results in a transfer of less than fair
market value and is not in the public interest for this reason.

= The initial shares at an IPO are typically sold at a discount from fair market value.
To the extent that PREMERA requires the Foundation Shareholder to sell shares at
the IPO, PREMERA should compensate the Foundation Shareholder for the lower
value received by the Foundation Shareholder. '

This summary identifies significant issues raised by the Proposed Transaction as described
inthe Form A, supporting documents, and PREMERA’s communications. Each issue is potentially
complex and susceptible of divergent consequences under differing circumstances. Itis impossible
to predict how PREMERA will actually conduct its business following implementation of the
Proposed Transaction. For example, it is possible that PREMERA will implement the conversion
and thereafter conduct its business in a manner that will maximize the resulting public benefit. But
the elements of the Transaction do not provide any reliable assurance of that possibility. Nor do
they provide what C&B judges to be adequate safeguards against potential adverse consequences.
No particular effort is made in this summary, or in the accompanying report, to describe appropriate
remedial measures for the issues identified by the OIC’s consultants. Some observations, however,
may suggest potential solutions. Ultimately, it is PREMERA’s exclusive prerogative as the
applicant to design the structure of its proposed transaction. It is important to note, however, that
many of these 1ssues have been brought to the attention of PREMERA s representatives throughout
the course of this review. PREMERA has steadfastly declined the opportunity to alter any element
of the proposed conversion until after the draft reports were submitted to the OIC. Morever, it
elected not to amend its Form A application by the October 15, 2003, deadline ordered by the
Commissioner.

Though discussions throughout the review process served to identify many areas where
amendment might have avoided or remedied the concerns articulated by the OIC’s advisors and
staff, PREMERA simply decided not to address those concerns before the amendment deadline. If
the Commissioner is required to decide whether or not to approve the Proposed Transaction as it is
currently constituted, it is the view of C&B that the Form A application should be rejected as
contrary to the interests of PREMERA’s policyholders, insureds and members, as well as contrary
to the interests of the public. This is not intended to suggest that PREMERA could not propose a
conversion that would satisfy all applicable legal requirements. It is certainly possible that
PREMERA could have amended its Form A in a way that would be found by the Commissioner to
address satisfactorily many, if not all, of the concems identified in this report as a result of which
he might otherwise reject the Proposed Transaction. Indeed, if the current proposal is rejected,
PREMERA presumably could file a new Form A, proposing a transaction that does not include the
problems identified by OIC staff and consultants. But because PREMERA elected to proceed with
the Proposed Transaction substantially in its onginal form, for all the reasons set out in this and
other consultants’ reports, C&B cannot recommend its approval.
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Respectfully,

CANTILO & BENNETT, L.L.P.

Enclosures
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FINAL REPORT OF
CANTILO & BENNETT, L.L.P.

I. INTRODUCTION

CANTILO & BENNETT, L.L.P. (“C&B”) has been engaged by the Office of the Washington
Insurance Commissioner (*“OIC”) to assist in the evaluation of a proposal by PREMERA to convert
from nonprofit to for-profit status, largely by changing the ultimate controlling entity of
PREMERA’s members, which are regulated by the Commissioner pursuant to the Washington
Insurance Code. C&B’s engagement, as formulated originally, contemplated that review of the
proposed conversion would occur in two distinct phases, identified as “Stage One” and “Stage
Two.” Separate aspects of the Transaction were expected to be reviewed in each phase. Not
atypically, review of the conversion proposal has been considerably more demanding than
anticipated, and has taken substantially more time than envisioned in C&B’s engagement agreement.
As matters have evolved, the areas to be considered in the two phases of the review have overlapped
substantially. As of the writing of this Final Report, it appears that Stage Two will likely consist
of matters related to the implementation of the Proposed Transaction if it is approved by the
Commissioner. Stage One, on the other hand, has encompassed the various matters that should be
presented to the Commissioner in connection with his determination of whether the conversion
complies with applicable law. Several matters originally envisioned as part of Stage Two have in
fact been evaluated as part of this first phase. Stage Two matters analyzed for this report are
specifically identified. :

As part of its engagement, C&B has been asked to provide an analysis and opinion as to the .
following Stage One assignments: (1) whether PREMERA has complied with the appropriate
change of control filing requirements; (2) whether the Proposed Transaction is economically viable;
(3) whether PREMERA has complied with applicable law, including the Washington Insurance
Code, applicable WAC provisions, the Washington Nonprofit Corporation Act, and applicable
federal law; and (4) whether the Proposed Transaction is fair to policyholders, health care providers,
and the public. In addition, for this Final Report, C&B has analyzed the following Stage Two
assignments: (1) the conversion-related self-dealing and conflicts of interest of PREMERA’s
officers and trustees; (2) the independence of the Foundation Shareholder and Charitable
Organizations on the one hand, and PREMERA on the other hand; and (3) the stock transfer
documents and the related transfer of PREMERAs fair market value.

This Final Report should be read together with the Executive Summary with which it is
submitted, and the conditions and defined terms in that summary are hereby expressly incorporated
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into this Final Report. Some footnotes include citations to certain information that PREMERA or

others have identified as being confidential. However, C&B has not analyzed the sufficiency of the
assertions of confidentiality under applicable law. This Final Report is divided into five sections.
This first section introduces the Final Report and includes a summary of the Engagement. Section
II provides background information regarding the Proposed Transaction and C&B’s Analysis.
Section III describes the analysis of the Stage One issues. Section IV describes the analysis of the
Stage Two matters that are evaluated as part of this Final Report. Section V summarizes the
conclusions developed in this Final Report.

II. BACKGROUND
A. History of the Blue Cross and Blue Shield Industry

The roots of the “Blue Cross movement” are widely attributed to the efforts of Texan, Justin
Ford Kimball, aimed at preventing the near collapse of University Hospital in the 1920s. In 1929,
he devised and implemented one of the first, if not the first, prepaid hospital services programs,
enabling Dallas, Texas, school teachers to pay 50 cents per month for basic hospital care. This
program, in turn, became the first Blue Cross plan. The model was quickly copied throughout the
country and was soon followed by comparable “Blue Shield” programs for prepaid physician
services.! Over the years more than a hundred such plans evolved, all nonprofit. In due course, a
Blue Cross Association and a Blue Shield Association were formed. By the mid 1980s, a wave of
consolidations of the Blue Cross and Blue Shield plans emerged in many markets, though many had

- in fact been managed jointly more or less since their inception in the 1930s and 1940s. In fact, in.

1982, the Blue Cross Association and the Blue Shield Association themselves had merged.

.During the ensuing decades, these plans achieved significant, if not dominant, market
positions in the regions they served. The Blue Cross and Blue Shield marks were registered and
became one of the most recognized trademarks in the country (some say second only to Coca Cola).
The companies experienced a number of cycles of profitability and economic challenge, but by the
1990s it became evident that many had become valuable insurers. Lured perhaps by the ability to
“cash in” on this long-developed franchise, in 1994, the Blue Cross Blue Shield Association (the
“BCBSA”) amended its rules to permit its members to become for-profit insurers. A wave of
conversions was launched promptly with the creation of WellPoint Health Networks, Inc., from what

had been Blue Cross of California.

As of the date of this report, there has been a wide variety of reorganizations, conversions,
mergers, and acquisitions, reducing the industry to 41 individual plans. Appendix II lists the major
transactions comprising this wave of conversions. Common to most conversions has been the
recognition that the companies constituted public assets, for the conversion of which the citizens of

' THE BLUES - A HISTORY OF THE BLUE CROSS AND BLUE SHIELD SYSTEM, Robert Cunningham III and Robert
M. Cunningham, Jr., Northern Illinois University Press, 1997.
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the state must be compensated. Typically, that compensation has taken the form of charitable trusts
or foundations.? Early disagreement about the need for such compensation has given way to more
focused debate over the details of how it should be conveyed. Against this backdrop, PREMERA
filed its Form A on September 17, 2002. In the case before the Commissioner, there did not appear
initially to be a disagreement as to whether PREMERA must deliver to the citizens of the States of
Washington and Alaska aggregate compensation equaling the company’s fair market value.’
PREMERA, however, has recently contested this apparent understanding between the parties.
Nonetheless, as will be seen, PREMERA is obligated to transfer fair market value, and thus, many
of the issues in this report concern how that is to be accomplished.

B. PREMERA'’s Current Organizational Structure

PREMERA, a nonprofit miscellaneous company, is a holding company that wholly owns
Premera Blue Cross (“PBC”), a Washington nonprofit health care service contractor.’ PBC transacts
business as a health care service contractor in Washington and Alaska. Additionally, of the
companies within PREMERAs structure, PBC is the primary operating subsidiary and is licensed
by BCBSA to use the Blue Cross and Blue Shield names and trademark (the “Mark”) in various
parts of the state.’ Furthermore, PBC wholly owns the following subsidiaries: (1) PremeraFirst, Inc.
(“PremeraFirst”), an agent for contracting with providers, (2) Washington-Alaska Group Services,
Inc. (“WAGS?”), aninsurance sales agency, and (3) LifeWise Healthplan of Arizona, Inc. (“LifeWise
of Arizona”) (known at the time of the Form A filing as MSC Life Insurance Company), a
Washington for-profit insurance company.®

? There have been exceptions. The Merger of the Texas and Illinois plans was ruled, after extensive litigation,
not to trigger a charitable trust obligation. Abbott v. Blue Cross Blue Shield of Tex., Inc.,113 S.W.3d 753 (Tex. App.
2003). In some cases, the proceeds have gone to state treasuries, rather than charities. See, for example, the conversion
of Trigon BCBS in Virginia.

3 While PREMERA purports not to concede that applicable law requires conveyance of its fair market value
to charitable organizations, it asserts that the transaction accomplishes that very same result. For example, the Form A
states at page 15 that Premera will distribute 100% of its assets to the Foundation Shareholder. In its October 15, 2003,
response to C&B’s Draft Report, addressing this very issue, PREMERA asserts that it “has agreed only that it will
transfer 100% of its stock to the Foundation Shareholder, which represents the fair market value of the company upon
consummation of the conversion transaction.”

* Overview of New PREMERA Operations and Strategy and Rationale for Conversion, Form A: Exhibit E-7,
at 8 (Oct. 18, 2002), available at hitp://www.insurance.wa.gov/special/premera/filine/Exhibit
E 7 10-18-02 redacted.pdf [hereinafter “Business Case, Form A: Exhibit E-7].

$ 1d at 8-9. In 1994, PBC affiliated with, and later merged with, Medical Service Corporation of Eastern
Washington, and thereby, obtained the right to use the Blue Shield trademark in most of the counties in Eastern
Washington.

¢ PREMERA’s Current Organizational Chart, at 0037553 (September 3, 2003) (on file with C&B).
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WAGS, in turn, wholly owns the following subsidiaries: (1) LifeWise Health Plan of
Washington (“LifeWise of Washington”), a Washington nonprofit health care service contractor,
(2) LifeWise Assurance Company (“LifeWise Assurance”) (known at the time of the Form A filing
as “States West Life Insurance Company”), a Washington for-profit insurance company,
(3) LifeWise Health Plan of Oregon, Inc. (“LifeWise of Oregon”), a for-profit insurance company
organized in the State of Oregon (“Oregon”), (4) LifeWise Administrators, Inc. (“LifeWise
Administrators”), a Washington for-profit company that provides billing and collections services
to its affiliates, (5) Calypso Healthcare Solutions, Inc. (“Calypso”) (known at the time of the Form
A filing as Quality Solutions, Inc.), a Washington nonprofit company that provides investigation and
recovery services to health plans and self-funded employer benefit plans, and (6) NorthStar
Administrators, Inc. (“NorthStar’’), a Washington for-profit, third-party administrator. LifeWise of
Oregon wholly owns Western Benefits Administrators, Inc. (“WBA”), an inactive Oregon for-profit
corporation.” LifeWise of Oregon and WBA, which are domiciled in Oregon, are the only
subsidiaries domiciled outside of Washington.®

The nonprofit health care service contractors are PBC and LifeWise of Washington (the
“Nonprofit Health Carriers”).” PREMERA and Calypso are both nonprofit corporations that are
neither health care service contractors nor insurers.'® The for-profit subsidiaries are:
(1) PremeraFirst, (2) WAGS, (3) LifeWise Assurance, (4) LifeWise of Arizona, (5) LifeWise
Administrators, (6) NorthStar, (7) WBA, and (8) LifeWise of Oregon.

As provided by PREMERA, its organizational chart, as of September 3, 2003, is as follows:

i

id

t1d

® /d. Pursuant to certain sections of the Washington Insurance Code, health care service contractors are also
known as domestic health carmers.

'* Business Case, Form A: Exhibit E-7, supra note 4, at 8, 10.
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Exbibit A
Organizational Chart:
PREMERA
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' Organizational Chart is current through September 3, 2003.
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PREMERA is licensed currently in Oregon, Alaska, and Washington.!" PBC is currently
licensed in Washington and Alaska.'> WAGS is currently licensed in Washington, Alaska, Oregon,
and Arizona.” LifeWise Assurance is currently licensed in Washington, Oregon, Alaska, Arizona,
California, Idaho, Montana, New Mexico, North Dakota, Utah, and Wyoming." Calypso is
currently licensed in Washington and New Jersey.'” NorthStar is currently licensed in Washington,

" PREMERA, List of States Where PREMERA and Its Affiliates Have Been Licensed or Quahﬂed to Do
Business In, at 0000002 (Oct. 31, 2002) (on file with C&B).

12 Id

13 Id

'“ Jd. LifeWise Assurance was known at the time of this llst s preparation as States West Life Insurance
Company.

'* Id. Calypso was known at the time of this list's preparation as Quality Solutions.
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Alaska, and Oregon.'® LifeWise of Oregon is currently licensed in Oregon and Idaho.”
PremeraFirst is currently licensed in Washington and Oregon.'® WBA is inactive and is not licensed
in any state.'” LifeWise of Washington and LifeWise Administrators are currently licensed only in
Washington.?® LifeWise of Arizona does business only in Arizona. '

C. Brief Description of the Proposed Transaction

The applicant®’’ proposes to acquire control of PREMERA and its direct and indirect
affiliates. As a result of the Proposed Transaction, the Nonprofit Health Carriers will essentially
convert into for-profit companies,” in a series of transactions through a process that can be
described briefly as follows: (1) PBC will convert into New Premera Blue Cross Corp. (“New
PBC”), and (2) LifeWise of Washington will convert into New LifeWise Health Plan of Washington
(“New LifeWise of Washington™). The other two nonprofit companies, PREMERA and Calypso,
will also convert into New PREMERA, Inc. (“New PREMERA”) and New Calypso Healthcare
Solutions, Inc.,” respectively. Inaddition, PBC’s assets related to operations in Alaska will be used

initially to fund PBC-AK, a corporation that will be formed as part of the Transaction. As a result .

of the Proposed Transaction, [Foundation Shareholder],?* 2 Washington nonprofit corporation (the
“Foundation Shareholder”) will receive 100 percent of New PREMERA’s outstanding shares (the
“Shares”) for distribution to [Washington Charitable Organization], a Washington nonprofit
corporation (the “Washington Charitable Organization”), and [Alaska Charitable Organization], an
Alaska nonprofit corporation (the “Alaska Charitable Organization™). (The Washington Charitable

' Jd.

17 Id

B

®1d

2 Id.

' In determining the applicant’s identity under Washington law, see infra at section III.A.2 (“Disclaimer of
Control”). For purposes of this discussion, New PREMERA, and not the Foundation Shareholder (as both companies
are defined later in this section), will be considered the applicant.

* The term “conven,” with respect to the Transaction, does not signify a specific legal statutory framework
for converting from a nonprofit insurer to a for-profit insurer, because such a framework does not exist in the State of
Washington. Rather, the term “convert,” with respect to the Transaction, refers to the series of dissolutions and transfers
of assets, whereby PREMERA 1is attempting to achieve a result similar-to a conversion.

Z The Form A references a conversion of Quality Solutions into New Quality Solutions, Inc. However, C&B
has assumned that the converted entity will have the name New Calypso Healthcare Solutions, Inc., because Quality
Solutions changed its name to Calypso.

* Names in brackets signifies that PREMERA has not yet designated 2 specific name for the entity.
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Organization and the Alaska Charitable Organization are referred to collectively throughout this
Final Report as the “Charitable Organizations.”) Thereafter, New PREMERA contemplates that
additional shares will be issued for sale to the public in an initial public offering (the “IPO”). The
proceeds of those sales would be realized by New PREMERA, constituting the initial new capital
that the Proposed Transaction is designed to raise.

Once New PREMERA becomes a publicly-traded company, the Foundation Shareholder,
pursuant to various agreements, will sell a portion of the Shares in the public market at the IPO, and
perhaps, in secondary offerings, and will distribute the proceeds to the Charitable Organizations.
The various agreements that control the Foundation Shareholder’s governance and the disposition
of the Shares include, among other documents, the following: (1) Stock Restrictions Agreement,
(2) the Voting Trust and Divestiture Agreement, (3) the Excess Share Escrow Agreement, (4) the
Stockholder Protection Rights Agreement, and (5) the Registration Rights Agreement (collectively
referred to as the “Stock Governance Agreements”).

D. Summary of the Holding Company Acts

In a proposed change of control under Washington law, an analysis is required of the
following: (1) RCW Chapter 48.31B, the “Insurer Holding Company Act” (“IHCA”), and (2) RCW
Chapter 48.31C, the “Holding Company Act for Health Care Service Contractors and Health
Maintenance Organizations” (“HHCA”). (The IHCA and the HHCA are collectively referred to
throughout this Final Report as the “Holding Company Acts.”) The IHCA applies to domestic
insurer acquisitions, and the HHCA applies to acquisitions of both domestic health care service
contractors and health maintenance organizations (these contractors and organizations are referred
to collectively by the HHCA as “domestic health carriers”). Both the IHCA and the HHCA apply
to the Proposed Transaction because PREMERA ’s subsidiaries include both domestic health carriers
and insurers. In addition to the Holding Company Acts themselves, PREMERA is also governed
by corresponding applicable regulations.” The requirements are substantially the same under the
two Holding Company Acts and their corresponding regulations, so they are analyzed together, with
notation of any material differences.?

In sum, the Commussioner is required to approve the Transaction unless he makes one or
more of the following fact-findings: (1) after the change of control, the domestic health carrier

¥ See, e.g., RCW 48.31B.015(2) (specifying information required to be filed with the Commissioner in the
event of a merger or acquisition with a domestic insurer); RCW 48.31C.030(2) (specifying information required to be
filed with the Commissioner in the event of a merger or acquisition with a domestic health carrier); WAC 284-18-910
(providing the Form A to be used to satisfy the filing requirements in event of a merger or acquisition with a domestic
insurer); WAC 284-184-910 (providing the Form A to be used to satisfy the filing requirements in the event of a merger
or acquisition with a domestic health carrier).

* Generally, the HHCA's statutory language, such as referring to health carriers rather than insurers, will be

used in this Final Report unless otherwise noted.
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would not be able to satisfy a domestic health carrier’s registration requirements; (2) there is
substantial evidence that the acquisition would substantially lessen competition or tend to create a
monopoly in insurance in Washington; (3) the acquiring party’s financial condition is such as might
jeopardize the health carrier’s financial stability or prejudice its subscribers’ interests; (4) the plans
or proposals that the acquiring party has to liquidate the specific health carrier, sell its assets,
consolidate or merge it with any person, or to make any other material change in its business or
corporate structure or management are unfair and unreasonable to the health carrier’s subscribers,
and not in the public interest; (5) the competence, experience, and integrity of those persons who
would control the health carrier’s operations are such that it would not be in the interest of the health
carrier’s subscribers and of the public to permit the acquisition of control; or (6) the acquisition is
likely to be hazardous or prejudicial to the insurance-buying public.”

E. Commissioner’s Standard of Review

The burden of determining whether a change of control meets the legal requirements of the
Holding Company Acts rests upon the Commissioner. That is, the Commissioner must approve the
Transaction unless he makes a fact-finding that one or more of the Holding Company Acts’ six
adverse criteria exist(s) with respect to the Transaction. PREMERA is not required to put forth
evidence establishing that the Holding Company Acts’ six criteria for disapproving a Transaction
do not exist. However, if the Commissioner makes a determination that sufficient evidence exists
to disapprove the Transaction, based on at least one of the six criteria, then, as a practical matter,
PREMERA must rebut the Commissioner’s finding.?®

The Washington legislature has codified the standard by which the judiciary may review an
agency order. A court may overturn the agency’s decision only if it determines one of the following:

(a) The order, or the statute or rule on which the order is based, is in violation of
constitutional provisions on its face or as applied,;

(b) The order is outside the statutory authority or jurisdiction of the agency
conferred by any provision of law;

(c) The agency has engaged in unlawful procedure or decision-making process,
or has failed to follow a prescribed procedure;

7 See RCW 48.31C.030(5)(a)(i), (5)(a)(ii), (5)(@)ANCYIMHIV) (enumerating the six potential disqualifying
findings with respect to a domestic health carrier under the HHCA); see also RCW 48.31B.015(4)(a)(i}~(vi)
(enumerating the same with respect to a domestic insurer under the IHCA).

% See Blue Cross and Blue Shield of Kansas v. Praeger, No. 89,075, 2003 Kan. LEXIS 481, at *85 (stating
that the Commissioner did not improperly shift the burden of proof to the applicant by merely weighing the evidence
and finding that the evidence provided by the insurance department’s consultant was more weighty and persuasive than
that of the applicant).
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(d) The agency has erroneously interpreted or applied the law;

(e) The order is not supported by evidence that is substantial when viewed in
light of the whole record before the court, which includes the agency record
for Judicial review, supplemented by any additional evidence received by the
court under this chapter;

® The agency has not decided all issues requiring resolution by the agency;

(8 A motion for disqualification under RCW 34.05.425 or 34.12.050 was made
and was improperly denied or, if no motion was made, facts are shown to
support the grant of such a motion that were not known and were not
reasonably discoverable by the challenging party at the appropriate time for
making such a motion;

(h) The order is inconsistent with a rule of the agency unless the agency explains
the inconsistency by stating facts and reasons to demonstrate a rational basis
for inconsistency; or

(1) The order is arbitrary or capricious.?”
F. Scope of the Consultants’ Review

In order to assist the OIC in the Proposed Transaction’s evaluation, the OIC has retained
C&B to provide legal services, PricewaterhouseCoopers LLP (“PwC”) to provide actuarial,
accounting, tax, executive compensation and economic impact services, and The Blackstone Group
L.P. (“Blackstone”) to provide valuation services. In addition to the consultants retained by the
OIC, the Washington Office of the Attorney General (the “Attorney General™) has retained the
services of Dr. Keith Leffler, Ph.D to provide supplemental input on antitrust issues (C&B, PwC,
Blackstone, and Dr. Leffler are referred to collectively as the “Washington Consultants”). In
addition, a simultaneous proceeding in Alaska has been ongoing, and the Alaska Division of
Insurance (“ADI”) has retained the services of LeBoeuf, Lamb, Greene & MacRae L.L.P.
(“LLGM”), Signal Hill Capital Group, LLC (“SHCG"), Redden & Anders, Ltd. (“R&A”), and
Navigant Consulting, Inc. (“Navigant”) (formerly known as Peterson Consulting) to provide services
to the ADI that are similar to the services provided by the Washington Consultants to the OIC.
(LLGM, SHCG, R&A, and Navigant are referred to collectively as the “Alaska Consultants.” The
Washington Consultants and Alaska Consultants are referred to collectively as the “Consultants,”
and the OIC and ADI are referred to collectively as the “Regulators.”) The Consultants and
Regulators have worked closely with each other in order to maximize the efficiency and

¥ RCW 34.05.570(3).
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effectiveness of the review of the Transaction. Although the Washington Consultants and the
Alaska Consultants have coordinated their review where possible, their conclusions may differ
because each group has conducted its own independent analysis for each state. The Washington
Consultants provide an integral role in evaluating legal and factual issues raised by this Transaction,
which are analyzed within the scope of their engagements as described below.

1. PricewaterhouseCoopers LLP

PwC’s final reports, which are dated October 27, 2003, provide analyses of the following
areas: accounting, economic impact, tax, and executive compensation. The accounting report
analyzes PREMERA'’s accounting controls as described in greater detail on Appendix.I of that
report.* The economic impact report analyzes the following issues: (1) the impact on policyholder
coverage if the Transaction is completed; (2) the impact on health care providers; and (3) the impact
of the Transaction on the insurance marketplace.*’ More specifically, with respect to the economic
impact report, PwC was instructed by the OIC as follows:

(N Obtain a copy of the Accenture Study referenced in the business plan and
" review the study for reasonableness of the items relied upon by PREMERA
in the business plan;
(2)  Analyze current product pricing structure, i.e., underpricing;
3) Assess whether reserves are adequate;

4) Assess whether prospective rate increases are realistic and adequate;

(5) Assess whether prospective estimates of membership increases are
reasonable without acquisitions or underpricing premium;

(6) Analyze cost estimates for the development of new products;

@) Review profitability of current product mix and compare with proposed
product mix;

8) Assess whether a conversion to for-profit status will reduce the need to
increase premiums; and

*® PwC, Accounting and Tax Evaluation of Proposed Conversion of PBC, Final Report, at Appendix I (Oct.
27, 2003) (on file with C&B) [hereinafier “PwC Accounting Report™] [CONFIDENTIAL).

' PwC, Economic Impact Analysis of the Proposed Conversion of PBC, at 1 (Oct. 27, 2003) (on file with
C&B) [hereinafter “PwC Economic Impact Report”] [CONFIDENTIAL].

Confidential Information — Not to be Distributed to the Public Except in Compliance with the Orders of the
Washington State Commissioner of Insurance - Final Report of Cantilo & Bennett, L.L.P., Page 10




®

Assess how for-profit status will affect providers.”

The tax report analyzes the following issues:

M
@
3)
C)
&)
(6
Q)

Whether the Transaction would be treated as a tax-free reorganization;

The possible loss of BCBS federal income tax benefits;

Restrictions of tax attributes under I.LR.C. § 382;

Tax issues associated with the Foundation Shareholder/Charitable Organizations;
Increase in Alaska’s premium taxes;

State tax matters in Washington; and

The Indemnification Agreement.*

The executive compensation report analyzes, inter alia, the following issues:

(1)  Whether the conversion unjustly enriches any officer, outside director, or
other agent or employee of PREMERA; -

2) Whether executive compensation and benefit practices found at PREMERA
are consistent with “best practices” in the industry;

3) Whether the conversion is necessary for strengthening the company’s
employee retention;

“4) Current, pre-conversion compensation and benefit levels and practices;

) Post-conversion compensation and benefit levels and practices; and

(6)  The proposal for share reserve and grant allocation.

1d. at1-2.

¥ PwC, Report to the OIC on Tax Matters in Connection with the Proposed Conversion of PREMERA, at 3-6
(Oct. 27, 2003) (on file with C&B) [hereinafter “PwC Tax Report] [CONFIDENTIAL).

3 PwC, Executive Compensation Review: Competitiveness and Reasonableness of PREMERA Practices, at 3
(Oct. 27, 2003) (on file with C&B) [hereinafter “PwC Executive Compensation Report”] [CONFIDENTIAL].
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2. The Blackstone Group L.P.

Blackstone’s final report and opinion letters dated October 27, 2003, provide analyses as to
the following issues: '

(1)  Whether there exists a legitimate rationale for the recommendation that
" PREMERA undergo a conversion;

3] Whether PREMERA could reasonably be expected to continue as a viable
nonprofit company without converting;

(3)  Whether PREMERA’s capital needs might be satisfied by means other than
' an equity offering, such as a merger or strategic alliance, issuance of debt
instruments, or organic growth;

4) The potential implications that the current environment for raising capital or
debt may have on cost and availability;

(5) A general assessment of the market conditions for issuing capital or debt;

(6) Whether the arguments advanced by the applicants in favor of the Proposed
Transaction are supported by verifiable industry trends and experience;

(7)  Whethera public market valuation of [PREMERA] through a public offering
is the most appropriate method of valuation, including a discussion of several
valuation considerations, factors, and methodologies;

(8) Whether the contemplated public offering is structured in a manner
comparable to those of prior transactions and consistent with existing market
conditions in order to optimize value;

9 Whether the Proposed Transaction is structured so as to optimize the value
of the Shares and minimize potential dilution;

(10)  Whether the arguments advanced by the applicants in favor of the Proposed
Transaction are complete and based upon reasonable facts and assumptions;
and
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(11)  Whether and how the valuation of the Shares would be impacted with and
without the Mark.* ' .

G. Structural Issues

In February 2003, the Regulators informed PREMERA that their preliminary review of the
Proposed Transaction had revealed several “Structural Issues” inherent in the Proposed Transaction
of substantial concern in the context of the applicable statutory standards. The Structural Issues
were viewed as so material or significant as to warrant communicating them to PREMERA before
the analyses of the Regulators and Consultants were complete. The intent of the communication was
to enable PREMERA to reevaluate certain elements of the Proposed Transaction early in the review
process. PREMERA was thus provided an opportunity to revise elements of the Proposed
Transaction giving rise to the Structural Issues or other matters, so that these revisions could be
incorporated in the Consultants’ review early in the process. Moreover, and perhaps more
importantly, in the absence of satisfactory responses to the Structural Issues, PREMERA was given
notice that a substantial probability existed that the Regulators or the Consultants would conclude
that the Proposed Transaction did not comply fully with applicable legal requirements. The
Structural Issues were provided orally to PREMERA near the end of February 2003, but the
Proposed Transaction has not been amended since that date. Because PREMERA has not revised
the Proposed Transaction in response to the Structural Issues, this Final Report is based on the
Proposed Transaction’s structure as of the latest, amended Form A, dated October 25, 2002.

The following is a description of the Structural Issues brought to PREMERA ’s attention and
described more fully in the appropriate sections of this Final Report. First, the Regulators identified
the Structural Issues relating to consideration. The Regulators suggested that PREMERA consider
making changes or providing assurances as follows: (1) provide unequivocal assurance that
PREMERA’s fair market value would be conveyed to the Charitable Organizations; (2) amend the
Transaction to provide for the separation of the Alaska and Washington Shares of the consideration
ab initio, so that if the current approach were retained, there would be two Foundation Shareholders
and two Charitable Organizations, one each for Alaska and Washington; or, if a structure were to
be adopted that eliminated the Foundation Shareholder, then the consideration should be delivered
directly to the two Charitable Organizations; (3) include adequate measures to assure that the
consideration will be structured to take into account potential reductions in fair market value due
to the stock restrictions (including those related to liquidity, governance, and marketability) that are
included in the Stock Governance Agreements; and (4) explain how fair market value will be
maintained in light of the options that permit PREMERA to repurchase the Shares, considering that
such options allow PREMERA to “time the market” at the Charitable Organizations’ expense, while
unduly exposing the Charitable Organizations to the adverse economic effect of such market-timing.

* Blackstone, Valuation and Faimess of the Proposed Conversion, at 16 (Oct. 27, 2003) (on file with C&B)
[hereinafter “Blackstone Valuation and Faimess Report”] [CONFIDENTIAL).
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Second, the Regulators outlined the Structural Issues regarding the Foundation Shareholder.
With respect to these issues, the Regulators suggested that PREMERA consider making changes or
providing assurances as follows: (1) revise the Proposed Transaction so that the Foundation
Shareholder (if one is retained) and Charitable Organizations are independent and free from the
control of PREMERA and its successors in all respects; (2) assuming that appropriate revisions are
made, eliminate the Disclaimer of Control;* (3) comment on whether (and if so, why) the
Transaction should not make provision to prevent all lobbying, campaigning, or other political
activity by the Charitable Organizations or the Foundation Shareholder (if one is retained); and (4) if
the Proposed Transaction continues to provide for the consideration to consist solely of stock,
develop an advance funding mechanism to provide the Charitable Organizations with some
immediate liquidity with which to commence their organizational and operational activities.

Third, the Regulators suggested that PREMERA consider removing the Indemnification
Agreement and similar provisions in any other documents in their entirety because no articulated
rationale could be discerned for requiring either the Foundation Shareholder or the Charitable

Organizations to indemnify PREMERA.

Fourth, the Regulators suggested that PREMERA consider establishing a reasonable
deadline, within which the plan must be implemented and any IPO must be closed following the
Commissioner’s approval (if any), as well as adopting a requirement that there be no material
changes in PREMERA between the approval date (if any), the Proposed Transaction’s
implementation, and the IPO’s closure.

Fifth, the Regulators identified Structural Issues regarding regulatory matters, taxes, and
compensation benefit plans.

H. Preliminary Conclusion

Based on the information reviewed to date, it is the view of the OIC’s consultants that the
Proposed Transaction should be disapproved under at least some of the criteria of the Holding
Company Acts. Each is considered separately. As explained in the following paragraphs, there are
substantial indications that the Proposed Transaction does not meet the applicable requirements:

(1) After the change of control, the domestic health carrier would not be able to satisfy a
domestic health carrier’s registration requirements.

* * PREMERA seems to have satisfied this requirement.

(2) There is substantial evidence that the acquisition would substantially lessen competition
or tend to create a monopoly in insurance in Washington.

3 The term “Disclaimer of Control” is defined infra at section 111.A.2.
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¢ ¢ Dr. Leffler, the consultant for the Attorney General’s office, has advised the OIC that
PREMERA has market power, and thus, may use that power to increase premiums
or reduce provider rates in Eastern Washington. The Transaction will not, in and of
itself, cause an increase in PREMERA’s market share.

(3) The acquiring party’s financial condition is such as might jeopardize the health carrier’s
financial stability or prejudice its subscribers’ interests.

* * While PREMERA'’s financial viability does not appear to be endangered by the
Proposed Transaction, PwC has determined that it presents significant risk that
PREMERA will be deemed to have experienced a “material change in structure” and
therefore lose entitlement to certain federal income tax benefits. To that extent, the
Transaction may not be in the interest of policyholders and the public due to the
potential negative financial impact on the company.

(4) The plans or proposals that the acquiring party has to liquidate the specific health carrier,
sell its assets, consolidate or merge it with any person, or to make any other material change in its
business or corporate structure or management are unfaxr and unreasonable to the health carmier’s
subscribers, and not in the public interest.

* * PREMERA’s proposal for indemnification of PREMERA to be provided by the
Foundation Shareholder and the Washington Charitable Organization is far broader
than the statutory provisions detailed under Titles 23 and 24, RCW, or is otherwise
not in the public interest. That indemnity obligation may reduce significantly the
value of assets conveyed to the Foundation Shareholder and Charitable
Organizations.

* ¢ Certain bylaws of the Washington Charitable Organization conflict with each other,
and the Foundation Shareholder’s required presumption of assent does not comply
with statutory requirements, or at least is far broader than the statutory provisions.
To that extent at least, the presumption of assent may not be in the public interest.

* * The proposal that the Foundation Shareholder engage in lobbying permits a
requirement that it conduct activities on behalf of PREMERA or Washington
insurers, which is likely not in the public interest. Though PREMERA may disclaim
any such intent, the documents by which the Proposed Transaction is to be
implemented certainly do not preclude that result.

* *  The proposed exemption from the “prudent person rule” standard of conduct for the
Foundation Shareholder’s management is unnecessary and not in the public interest.
Ifapplied narrowly and exclusively to the temporary concentration of the Foundation
Shareholder’s assets in New PREMERA stock, however, the proposed exemption
may be sensible under the circumstances.
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* * PREMERA’s and PBC’s Plans of Distribution do not require that all remaining
assets be transferred to PREMERA only for charitable, benevolent, or similar
purposes, and on dissolution, to the Foundation Shareholder.

* * PwC has determined that the need to satisfy investor expectations may induce
PREMERA to raise premium rates for individual and small group subscribers, or to
reduce provider compensation, in Eastern Washington, where it has market power.

* *  Asin all such conversions, the Consultants recommend particular attention to the
probable effect of the Proposed Transaction upon accessibility, affordability, and
-availability of health insurance in Washington, particularly for the disadvantaged,
uninsured, and underinsured. To the extent that the Proposed Transaction may have
an adverse effect, it is important to ascertain whether it will produce salutary
balancing effects. For example, will PREMERA offer reasonable products designed
to appeal to the uninsured and underinsured? What will be the effect on such
availability and affordability that can reasonably be expected from the consideration
to be realized by the Foundation Shareholder? Historically, PREMERA has not fully
exited unprofitable markets, though it may have reduced its writings in some cases.
With the need to respond to investor expectations, PREMERA may feel compelled
to discontinue unprofitable lines of business quickly and fully. Moreover, the
evidence is inconclusive as to whether funds contributed to foundations in past
conversions have been able to provide benefits to the community that offset
sufficiently the negative effects produced by the conversion.

¢ *  The transfer of insurance contracts between PBC and New PBC, and LifeWise of
Washington and New LifeWise of Washington, should not be approved in the
absence of express adequate assurances that the transfer will not result in adverse
changes in the terms or cost of coverage.

* * The Foundation Shareholder proposed in the first instance to receive the
consideration for the public’s stake is far from independent from PREMERA.
PREMERA'’s anticipated influence upon, and control of, the Foundation
Shareholder’s management give rise to substantial concern about the protection of
the public assets (shares of New PREMERA) to be managed by the Foundation
Shareholder.

° * The Stock Restrictions Agreement does not provide for an allocation of
PREMERA s assets between the states of Washington and Alaska. Without such an
allocation, fair market value will not have been transferred.

* *  The Voting Trust and Divestiture Agreement will force the Foundation Shareholder
to divest its Shares according to a predetermined schedule over a five-year period,
which'may not permit the trading of those Shares so as to optimize the value of
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charitable assets. Typically, provisions that compel a stockholder to divest its shares
pursuant to a predetermined schedule would have a negative effect on the value of
that stock to the extent that it is not freely tradeable.

The Foundation Shareholder will be required to transfer its voting rights to New
PREMERA. This will further reduce its ability to protect and optimize the value of
the charitable assets.

The lack of independence envisioned in the Registration Rights Agreement
undermines the public interest to the extent that PREMERA retains effective control
of such matters as pricing, underwriter discounts, commissions, and holdbacks.

The proposed Purchase Option for PREMERA deprives the Foundation Shareholder
of investment flexibility to a degree that may further undermine the value of the
stock ostensibly conveyed for the benefit of the public.

The Stockholder Protection Rights Agreement may have the effect of entrenching
management, contrary to the public interest.

The Indemnification Agreement unfairly places the entire burden of potential tax
consequences and other expenses, as a result of the Transaction, on the Foundation
Shareholder. The Foundation Shareholder is unlikely to have any influence on the
events potentially giving rise to a liability indemnifiable under the agreement.

Due to the lack of productive use of the capital that PREMERA proposes to raise, the
value transferred to the Foundation Shareholder may be diluted by as much as 15
percent according to Blackstone. This dilution results in a transfer of less than fair
market value and is not in the public interest for this reason.

The initial shares at an IPO are typically sold at a discount from fair market value.
To the extent that PREMERA requires the Foundation Shareholder to sell shares at
the IPO, PREMERA should compensate the Foundation Shareholder for the lower
value received by the Foundation Sharcholder.

(5) The competence, experience, and integrity of those persons who would control the
health carrier’s operations are such that it would not be in the interest of the health carrier’s
subscribers and of the public to permit the acquisition of control.

PREMERA has adopted plans intended to enhance management retention without
providing evidence of a need for such plans, could raise the specter of a conflict of
interest. ~ As discussed in PwC's draft executive compensation analysis,
PREMERA’s tumover rate for management was more favorable than other
comparable companies. PREMERA challenges this assertion and PwC’s Final
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Executive Compensation report acknowledges this challenge. The disagreement
(which may largely turn on methodology) creates a material question of fact.
PREMERA’s consideration of management retention in determining whether to
convert, if there was no apparent need, would raise the specter of a conflict of
interest. If anticipated benefits for management and employees were not necessary
to address a recruiting and retention problem, the Proposed Transaction raises the
question of whether such benefits will merely enrich recipients. If so, will such
enrichment come at the expense of insureds and the public? Given the lack of
supporting evidence, significant weight should perhaps notbe givento PREMERA’s
assertion that the Proposed Transaction is needed to improve management retention,
due to the lack of demonstrable support for such an assertion. Therefore, it is proper
for the Commissioner to consider whether the conversion was motivated in fact by
a desire to provide benefits to Premera’s directors and/or management.

* *  On October 17, 2003, PREMERA finally provided the contemplated executive
compensation plans, nearly a year after OIC consultants began requesting them in
order to determine whether proposed benefits could be viewed as sufficiently
excessive to be considered self-dealing, or a conflict of interest, of sufficient
magnitude to make the Proposed Transaction contrary to the public interest. The
plans provided address benefits for two years after implementation of the conversion,
but provide no guidance as to benefits to be accorded management or directors after
that date. The terms of the transaction as proposed as of October 15, 2003,
effectively leave the terms of subsequent plans in the hands of Premera and its
successors, but not the Foundation Shareholder as the single largest shareholder of
New Premera. Of course, the date of submission came after the deadline for
amendment of the Form A. In fact, the plans were provided too late to permit
complete analysis. Evaluation of those plans is necessary in order to determine
whether they are contrary to the public interest in that they enrich management or the
board at the expense of insureds and the public. Due to PREMERA’s failure to
provide these plans prior to the October 15, 2003, date to amend the Form A, and
because the plans only address the two-year period following the conversion, C&B
and the other Consultants cannot express a conclusion as to whether, these plans
present a conflict of interest, or are otherwise contrary to the public interest or the
interest of policyholders and insureds. As discussed in Stage One, a strong argument
can be made that the Form A 1s incomplete without these plans.

(6) The acquisition is likely to be hazardous or prejudicial to the insurance-buying public.

* *  Asexplained above, there are a variety of ways in which the Proposed Transaction
can be found to be adverse to the insurance-buying public. The Commissioner
should consider whether the anticipated benefits of the Transaction, if sufficient
evidence exists to support those benefits, will compensate for its adverse effects.
Some potential benefits are considered here.
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* *  Thereisinadequate support in PREMERA’s proposed uses of capital for its assertion
that approving the Transaction will prevent premium increases or will prevent the
reduction of provider payments which otherwise might be necessary to raise capital.

* * PREMERA’s assertions, that the Proposed Transaction will somehow provide a
substantial benefit to the company due to an improved risk-based capital (“RBC”)
ratio or for technological expenditure, are not supported by substantial evidence. In
fact, significant contrary evidence exists.

« « PREMERA’s rejection of some possible alternatives, such as a possible merger,
gives rise to certain concerns. First, PREMERA'’s arguments in favor of becoming
for-profit are unpersuasive. Second, the board may not have met its due diligence
duties. Third, PREMERA may have eliminated permanently the Foundation
Shareholders’ opportunity to receive a control premium. It may be that Premera’s
directors considered other alternatives. But they imposed upon this process a
requirement that any transaction preserve its independence and local control.
Premera has not offered analysis demonstrating that these conditions were necessary
or desirable from the perspective of its insureds or the public. It is possible for an
IPO to produce proceeds equal to the company’s fair market value under certain
circumstances, even without an explicit control premium. But Premera has not
provided analysis demonstrating that this transaction will compensate the Foundation
Shareholder for the absence of a control premium.

In addition to the foregoing substantive requirements under the Holding Company Acts, the
Form A cannot be considered complete until the deficiencies identified (or to be identified) by the
Commissioner have been satisfied, which include: (1) the executive compensation plans, and (2) the
schedule of assets and liabilities it intends to transfer to PBC-AK. Although the executive
compensation plans have been provided, it is unclear whether that submission is complete because
they were delivered untimely. :

IIl. STAGE ONE
A. Change of Control: Filing Requirements
1. General Requirements
In a proposed change of control, the acquirer must file a Form A with the OIC.>” PREMERA

filed a Form A on September 17,2002, and amended the Form A on October 25, 2002. The Holding
Company Acts provide, in relevant part, that:

3T RCW 48.31B.015(2), RCW 48.31C.030(2); see also W AC 284-18-910 and 284-184-910 (providing formats
for the statutorily required information in a form known as the Form A).
4
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The [Clommissioner shall approve an exchange or other acquisition of control
referred to in this section within sixty days after he or she declares the statement filed
under this section to be complete and if a hearing is requested by the [Clommissioner
or either party to the’ transaction, after holding a public hearing. Unless the
[Clommissioner declares the statement to be incomplete and requests additional
information, the statement is deemed complete sixty days after receipt of the
statement by the [Clommissioner. If the [CJommissioner declares the statement to
be incomplete and requests additional information, the sixty-day time period in
which the statement is deemed complete shall be tolled until fifteen days after receipt
by the [CJommissioner of the additional information. Ifthe [CJommissioner declares
the statement to be incomplete, the [Clommissioner shall promptly notify the person
filing the statement of the filing deficiencies and shall set forth with specificity the
additional information required to make the filing complete.*

a. Completeness of the Form A

The Honorable Paula Casey, of the Superior Court of the State of Washington, in and for the
County of Thurston, issued an opinion on the interpretation of this statute on September 5, 2003.
The court interpreted this provision to mean that the Form A must be deemed complete regardless
of whether all the information necessary for the Commissioner’s review under the Holding Company
Acts has been produced by the applicant, unless the Commissioner can identify with particularity
which Form A statements have not been satisfied. Although the OIC does not necessarily agree with
Judge Casey’s ruling, aside from those items identified as privileged by Judge Finkle, the
Consultants appear to have received substantially all the information required to evaluate the
Transaction, with the exception of certain key items identified by the Commissioner.* Specifically,
PREMERA’s Form A cannot be deemed complete until the deficiencies identified by the
Commissioner have been satisfied, which include: (1) the submission of the stock ownership plans
that New PREMERA intends to adopt; and (2) the schedule of assets and liabilities it intends to
transfer to PBC-AK. C&B cannot predict the materiality of these documents, or the impact these
documents would have had on this Final Report had they been produced in time to be considered
fully.** However, the Regulators and Consultants requesting them have indicated that they are

* RCW 48.31C.030(4); see also RCW 48.31B.01 5(4)(b) (setting forth substantially similar requirements under
the IHCA). However, the IHCA does not state that the Commissioner may request additional information.

* Memorandum Regarding Deficiencies in PREMERA’s Form A Statement, at 2-3 (Sept. 12, 2003) available
at http://www.insurance.wa.govispecialipremera‘filing/Form A _Deficiency Memo91203 .pdf [hereinafter “Deficiency
Memorandum”).

" As noted above, PREMERA provided executive compensation plans on October 17, 2003. These plans,
however, address only those benefits to be awarded during the first two years following conversion. Moreover, as
provided they are not complete (omitting for example, the number of shares to be awarded). And, the late date on which
they were provided precludes adequate analysis of their provisions.

Confidential Information — Not to be Distributed to the Public Except in Compliance with the Orders of the
Washington State Commissioner of Insurance — Final Report of Cantilo & Bennett, L.L.P., Page 20




potentially material to the review process. Thus, without the information listed above, the Form A
should not be considered complete. '

b. Identity of the Acquiring Party

The Proposed Transaction envisions conveyance of all of PREMERA'’s stock to the
Foundation Shareholder. Typically, that would make the Foundation Shareholder the acquiring
party. However, PREMERA has gone to great lengths to assure that the Foundation Shareholder,
despite holding most of PREMERA s stock, will not be able to exercise control over PREMERA’s
operations. For example, the Foundation Shareholder’s voting rights are severely restricted
according to the Voting Trust and Divestiture Agreement. Indeed, although the Foundation
Shareholder will retain an economic interest in New PREMERA, the Voting Trust and Divestiture
Agreement effectively delegate the voting power of the Shares to a trustee, who will generally be
required to vote as directed by New PREMERA’s Board of Directors — such as when electing or
removing directors. Therefore, PREMERA points out that the Foundation Shareholder actually will
not have the ability of a typical majority shareholder to direct New PREMERA’s management,*' and
the Foundation Shareholder will not have a business relationship with New PREMERA because the
Foundation Shareholder’s principal activity will be to promote the health and welfare of
Washington’s and Alaska’s citizens.” The plan documents, therefore, include a disclaimer of the
Foundation Shareholder’s control of PREMERA. The effect of this strategy, however may create
an ironic problem. As will be seen, a persuasive argument can be made that the Proposed
Transaction fails to deliver adequate consideration to the proper charitable entity, unless the
Foundation Shareholder receives, inter alia, sufficiently unrestricted stock. But, if the stock
delivered to the Foundation Shareholder is sufficiently unrestricted, it probably cannot disclaim
control (as discussed in the next subsection). Nonetheless, as also discussed in the next subsection,
the public policy underlying the relevant statutes may be advanced most effectively by treating New
PREMERA as the acquiring person, much as suggested by PREMERA. The reality is that
applicable BCBSA restrictions may preclude exercise by the Foundation Shareholder of the degree
of control necessary to render it the acquiring party. The Proposed Transaction is structured so that
current management will remain in control, although as management of New PREMERA.

2. Disclaimer of Control

Before analyzing the degree to which the Form A complies with the requirements of the
Holding Company Acts, it is important to consider which entity is required to file the Form A. The

“' Disclaimer of Control, Form A: Exhibit A-5, at 3 (Sept. 17, 2002), available at http://www.insurance.wa.
gov/special/premera/filing/ExhibitA-5.pdf [hereinafter “Disclaimer of Control, Form A: Exhibit A-5"].

2 1d
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Holding Company Acts clearly require that the filing be made by the acquiring person.®
PREMERA suggests that New PREMERA, and not the Foundation Shareholder, is the appropriate
acquiring person with respect to the Form A because the Foundation Shareholder will have
disclaimed control of New PREMERA.*

However, PREMERA's position appears to misapply or misinterpret this section. A
disclaimer of control is intended to permit an appropriate party to demonstrate that, in actual fact,
it does not have (or should not be deemed to have) “control” of an insurer (or health care service
contractor), as such term is used in the Holding Company Acts. Under the HHCA, “control” is

defined as:

the possession, direct or indirect, of the power to direct or cause the direction of the
management and policies of a person whether through the ownership of voting
securities, voting rights, by contract other than a commercial contract for goods,
nonmanagement services, a debt obligation which is not convertible into a right to
acquire a voting security, or otherwise, unless the power is the result of an official
position with or corporate office held by the person.*

Moreover, control can be either temporary or permanent.* Control is presumed to exist, for
a for-profit person, “if a person, directly or indirectly, owns, controls, holds with the power to vote,
or holds proxies representing, ten percent or more of the voting securities of any other person.”’
However, “this presumption may be rebutted by a showing that control does not exist in fact.”* A
disclaimer of control of a health carrier may be filed, which “fully discloses all material relationships

“ See RCW 48.31C.030(1) (“No person may acquire control of 2 domestic health carrier unless the person has
filed with the [Clommissioner and has sent to the health carrier a statement containing the information required by this
section. .. .”); RCW 48.31B.015(1) (“No person may enter into an agreement to merge with or otherwise to acquire
control of a domestic insurer or person controlling a domestic insurer unless . . . the person has filed with the
[Clommissioner and has sent to the insurer, a statement containing the information required by this section .. ..”).

“ See PREMERA’s original Form A, at 4 (Sept. 17, 2002), available at http://www.insurance.wa.gov/
special/premera/filing/9-17-02NewPremeraFormA.pdf [hereinafter “Form A”).

“ RCW 48.31C.010(3); ¢f. RCW 48.31B.005(2) (providing the definition under the IHCA). The IHCA is
substantially the same, except the IHCA's definition of control does not include “voting rights” or “a debt obligation
which is not convertible into a right to acquire a voting security.”

* RCW 48.31C.010(3)(c). A similar provision does not exists under the IHCA.

“7 RCW 48.31C.010(3)(a); RCW 48.31B.005(2) (providing the exact same language under the IHCA).

s RCW 48.31C.010(3)(a); see also RCW 48.3 1B.005(2) (providing similar language under the IHCA). The
statutory authority for a Disclaimer of Control is embedded in the HHCA's definition of “control,” but a corresponding

WAC provision for the filing of a Disclaimer of Control also exists. See WAC 284-18-430 (providing this disclaimer
for insurance holding companies); WAC 284-18A-410 (providing the same disclaimer for health carriers).
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and bases for affiliation between the person and the health carrier as well as the basis for disclaiming
the control™ (the “Disclaimer of Control” or the “Disclaimer Authority”). After making specific
findings of fact, the Commissioner may: “(i) Allow a disclaimer; or (ii) Disallow a disclaimer
notwithstanding the absence of a presumption to that effect.”*

This provision does not provide an independent mechanism for surrendering such control.
Whether or not a party has sufficient “control” of another must be determined from the applicable
facts, principally the organizational and contractual documents governing the relationship between
that party and the domestic health carrier. On its surface, the Disclaimer of Control application filed
by PREMERA does not purport to use the Disclaimer Authority as the mechanism to surrender
control. The application explains that the presumption that the Foundation Shareholder controls
New PREMERA through its 100 percent ownership of its stock is rebutted through the elimination
of control by the stock restrictions as a matter of fact. Despite this seemingly appropriate language
m PREMERA’s Disclaimer of Control filing, the Form A itself states:

Although the Foundation Shareholder will own 100 percent of the initial capital
stock of New PREMERA pursuant to the Plan of Conversion, it disclaims “control”
of New PREMERA and the Acquired Companies within the meaning of Section
48.31B.005(2) and Section 48.31C.010(3) of the RCW, Section 21.22.200(3) of the
AS and Section 732.548(2) of the ORS.*

This statement and other similar statements seem to imply that the Disclaimer of Control itself is
what eliminates control, which as discussed previously, is an inappropriate use of the Disclaimer
Authority. An appropriate explanation would cite to the Stock Governance Agreements and other
organizational documents as eliminating the Foundation Shareholder’s control of New PREMERA.

Related issues are whether the restrictions of the Stock Governance Agreements and other
organizational documents are effective under the Holding Company Acts or other applicable law,
and the impact such effectiveness, or lack thereof, has on the Disclaimer of Control. If these
restrictions are effective, then it may be true that the Foundation Shareholder will lack control.
Thus, the presumption that the Foundation Shareholder has control may be rebutted, which may
enable a finding by the Commissioner that the Foundation Shareholder does not have control
pursuant to the Disclaimer Authority. However, in no event does the Disclaimer Authority justify
the effectiveness of the Stock Governance Agreements. As will be seen infra at section IV.C, the
restrictions at issue may prevent the Foundation Shareholder, or the proposed Charitable
Organizations, from receiving PREMERAs fair market value. To that extent, at least, the Stock

“ RCW 48.31C.010(3)(a).
50 Id
%! Form A, supra note 44, at 4 (emphasis added). Substantially the same language was stated elsewhere in the

Form A and its Exhibit A-5. See id. at 10; Disclaimer of Control, Form A: Exhibit A-5, supra note 41, at 3.
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Governance Agreements may cause the Transaction to fail a fundamental legal requirement under
the Holding Company Acts. Therefore, in order for the Commissioner to make a determination that
the Stock Governance Agreements rebut the presumption that the Foundation Shareholder has
control, he must first determine that the restrictions are indeed effective under applicable law. If the
restrictions fail the applicable legal requirements, then PREMERA cannot be deemed to have
complied with the Disclaimer Authority, because the Commissioner cannot rely upon the Stock
Govemance Agreements in making a determination of whether the Foundation Shareholder does not,

in fact, have control.

The Transaction’s possible failure of the foregoing fundamental legal requirement compels
the analysis of whether the Foundation Shareholder should, in fact, be deemed the acquiring person
for purposes of the Holding Company Acts in the event that the Proposed Transaction is required
to be changed (so as to give the Foundation Shareholder effective control of New PREMERA).
Apparently, PREMERA intends that the enterprise will be ultimately controlled by New
PREMERA, at least until the IPO (or other subsequent transaction) produces a different result. The
OIC’s concerns about the adequacy of the consideration intended to be conveyed to the Foundation
Shareholder or Charitable Organizations may prompt changes in the Proposed Transaction’s
structure. Although these changes may essentially give the Foundation Shareholder control over the
Shares to a degree where this fact cannot be rebutted, this will, at most, be a temporary phase. Thus,
for purposes of the public policies underlying the Holding Company Acts and other applicable law,
New PREMERA should be treated as the acquiring person, even if the purported disclaimer and the
restrictions do not compel that result.

B. Economic Viability of the Transaction

C&B has been engaged to address the economic viability of the Proposed Transaction from
a legal perspective. In general, for purposes of this analysis, economic viability can be viewed as
adequacy of consideration. In the typical Form A proceeding, the OIC is not charged with
ascertaining whether or not the parties struck a “good deal” or whether the sale price is reasonable.
Those types of matters are generally left to the parties themselves. However, in the case of
PREMERA’s Proposed Transaction, the “seller” effectively is the public, which has not been
provided a seat at the negotiating table or a voice in setting the sale price. Thus, economic viability
in this instance is the very material determination of whether the public’s interest in PREMERA is
safeguarded in the Proposed Transaction. Put another way, the determination of economic viability
inquires into whether the Foundation Shareholder and Charitable Organizations will receive
consideration substantially equivalent to PREMERA s fair market value as discussed infra at section
IV.C. The Commissioner’s authonty to determine the economic viability of the Proposed
Transaction in this sense is derived primanly from the Holding Company Acts. Under the Holding
Company Acts, the Commissioner may disapprove a transaction if:

[t]he plans or proposals that the acquinng party has to liquidate the health carrier,
sell its assets, consolidate or merge it with any person, or to make any other material
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change in its business or corporate structure or management, are unfair and
unreasonable to subscribers of the health carrier and not in the public interest.”

Although the IPO is not part of the Transaction per se, the IPO is an integral component of
the Transaction, because it is the mechanism by which PREMERA has chosen to achieve the
Transaction’s ultimate purpose, which is to raise capital. Moreover, it is the IPO which first will
deliver consideration to the Charitable Organizations. As the Proposed Transaction is structured,
the Foundation Shareholder will receive stock, the proceeds of the sale of which by the Foundation
Shareholder will be conveyed to the Charitable Organizations. Not before such sales occur can the
Charitable Organizations receive any consideration. The first such sale will be the IPO. Subsequent
sales of stock (mandatory or optional) will result in delivery of additional consideration by the
Foundation Shareholder to the Charitable Organizations. The terms and timing of these sales,
therefore, are essential determinants of whether the public (through the offices of the Charitable
Organizations) will receive the equivalent of PREMERA’s fair market value in consideration for
the conversion. These are the issues that will therefore determine whether the Proposed Transaction

is economically viable.

The Proposed Transaction’s economic viability is probably best defined initially as whether,
under the circumstances contemplated in the Proposed Transaction, a successful IPO is likely to
occur for PREMERA, and whether the IPO can indeed succeed, given market conditions at the time
of the IPO. Blackstone will need to give an opinion near the time of the potential IPO as to whether
the IPO can be successful, given market conditions at that time. As of the date of this Final Report,
Blackstone notes that there are currently several potential problems® with an IPO, including possible
negative investor reaction to the potential loss of the .R.C. § 833(b) deduction, and an overhang by
the Foundation Shareholder depressing the price of the Shares due to the compelled divestiture.*
Many of the foregoing problems relate to the transfer of fair market value to the Foundation
Shareholder or the Transaction’s potential negative effects on PREMERA and will be discussed in
greater detail later in this Final Report.

[ PROPRIETARY MATERIAL REDACTED

:Jthe Proposed Transaction does not identify explicitly a date upon which
the IPO will occur. A date other than the Transaction’s approval date could lead to substantial
uncertainty as to the success of an IPO, creating additional doubt as to whether the IPO will transfer
the fair market value of the charitable assets to the Foundation Shareholder. In addition, PREMERA
has made no provision to include Blackstone, or another co-underwriting manager, in the IPO

32 RCW 48.31C.030(5)(a)(ii)(C)(II) (emphasis added); see also RCW 48.31B.015(4)(a)(iv) (providing almost
exactly the same definition under the IHCA).

53 Because the analysis of economic viability cannot occur until the date of the IPO nears, the Consultants
cannot determine whether these problems will cause the Transaction to fail this requirement.

3 Blackstone Valuation and Faimess Report, supra note 35, at 33 [CONFIDENTIAL).
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process representing the Charitable Organizations’ interest, so as to ensure that PREMERA’s lead
underwriter follows a process that will maximize the IPO’s economic viability.

C. Washington Insurance Code, Washington Administrative Code, Washington
Nonprofit Corporation Act, and Federal Law

C&B’s Analysis is based on the information made available as of the October 15, 2003,
amendment deadline. Unless specifically noted, this analysis assumes that the Form A is complete
for purposes of evaluating the substantive statutory requirements. The possibility exists that
information produced after completion of C&B’s Analysis, or information that was not required to
be produced by Judge Finkle on grounds of privilege, would have compelled different conclusions.
In addition, subsequent information may entail a material change in the Proposed Transaction’s
structure, thereby limiting the usefulness of C&B’s Analysis. '

1. Washington Insurance Code
a. Holding Company Acts: Substantive Requirements

The substantive requirements applicable to PREMERA’s change of control are furnished
primarily by the Holding Company Acts. Under the Holding Company Acts, the Commissioner
must approve the acquisition of control unless, after a public hearing, he finds either that: (1) after
the change of control, the companies would not be able to satisfy the registration or licensing
requirements to write the lines of insurance for which they are presently licensed; or (2) there is
substantial evidence that the acquisition would substantially lessen competition or tend to create a
monopoly (the “Antitrust Inquiry”).” Additionally, under the HHCA’s Antitrust Inquiry, the
Commissioner may condition approval on the removal of the basis of disapproval as follows:

(I) The financial condition of an acquiring party is such as might jeopardize the
financial stability of the health carrier, or prejudice the interest of its subscribers;
(II) The plans or proposals that the acquiring party has to liquidate the health carrier,
sell its assets, consolidate or merge it with any person, or to make any other material
change in its business or corporate structure or management, are unfair and
unreasonable to subscribers of the health carrier and not in the public interest;
(III) The competence, experience, and integrity of those persons who would control
the operation of the health carrier are such that it would not be in the interest of
subscribers of the health carrier and of the public to permit the merger or other

3 RCW 48.31C.030(5)(a); see also RCW 48.3 1B.015(4)(a) (requiring under the IHCA only an “effect. . .to
substantially lessen competition,” and not the “substantial evidence” standard of the HHCA).
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acquisition of control; or (IV) The acquisition is likely to be hazardous or prejudicial
to the insurance-buying public.

In drafting the HHCA, the legislature listed these potential findings as part of RCW
48.31C.030(5)(a)(ii), apparently to be applied to the domestic health carrier’s Antitrust Inquiry
(to which they appear logically unrelated). However, under the IHCA, each of these effects has been
appropriately designated as a stand-alone potential fact-finding to be applied with respect to the
domestic insurer.”’

Therefore, both statutes may be construed to provide that if the Commissioner makes one
or more of six distinct enumerated findings, he may disapprove the Transaction (or condition its
approval upon removal of the basis of disapproval within a specified period of time). That is, the
statutorily mandated potential fact-findings that the legislature apparently intended the
Commissioner to make under the HHCA would be analogous to the IHCA’s potential fact-findings
as follows: (1) after the change of control, the domestic health carrier would not be able to satisfy
a domestic health carrier’s registration requirements; (2) there is substantial evidence that the
acquisition would substantially lessen competition or tend to create a monopoly in insurance In
Washington; (3) the acquiring party’s financial condition is such as might jeopardize the health
carrier’s financial stability or prejudice its subscribers’ interest; (4) the plans or proposals that the
acquiring party has to liquidate the health carrier, sell its assets, consolidate or merge it with any
person, or to make any other material change in its business or corporate structure or management
are unfair and unreasonable to the health carrier’s subscribers, and not in the public interest; (5) the
competence, experience, and integrity of those persons who would control the health carrier’s
operations are such that it would not be in the interest of the health carrier’s subscnibers, and of the
public, to permit the acquisition of control; or (6) the acquisition is likely to be hazardous or
prejudicial to the insurance-buying public.

The following two subsections of this Final Report discuss the Holding Company Acts’ first
two potential bases for disapproval, and the next four potential bases for disapproval are discussed
infra at section II1.LD. Those four factors are analyzed separately because they involve the

% RCW 48.3C.030(5)(a)(ii)(C). These four conditions exist in the IHCA as well, with minor variations. See
RCW 48.31B.015(4)(a)(iii}~(vi). Among the small changes under the IHCA, the term “policyholder” is substituted for
“subscriber.” /d.

57 It appears that in 2001, when the HHCA was enacted, it was modeled after the pre-existing IHCA but, in the
process, what would have become paragraphs (iii) through (vi) of RCW 48.31C.030(5)(a) mistakenly became paragraphs
(1) through (IV) of RCW 48.31C.030(5)(a)(ii)(C). Compare RCW 48.31C.030(5)(a) with RCW 48.31B.015(4)(a). This
apparent legislative error should not substantively affect the Commissioner’s analysis of the Transaction.

% See RCW 48.31C.030(5)(=)(i), (5)(a)(ii), (5)(a)(ii}(CHI)~(1V) (enumerating the six potential disqualifying
findings with respect to a domestic health carrier under the HHCA); see also RCW 48.31B.015(4)(a)(i)~(vi)
(enumerating the same with respect to a domestic insurer under the IHCA).
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Transaction’s faimess to policyholders, providers, and the public, which is a separate and distinct
assignment under Stage One of the Engagement.

1 Licensing and Registration Requirements

With regard to the first potential basis for disapproval, the Commissioner is required to
disapprove the Transaction if he finds that New PBC or New LifeWise of Washington cannot meet
the requirements to register as health care service contractors,” or SWL or LifeWise of Arizona
would no longer be able to satisfy the licensing requirements to write the line or lines of insurance
for which they are presently licensed.”’ In order to satisfy the requirements of registration as health
care service contractors, New PBC and New LifeWise of Washington would have to file with the
Commissioner, inter alia, a copy of all contracts and rates charged, pursuant to the rules and
regulations prescribed by the Commissioner.* Moreover, health care service contractors are
required to meet minimurmn net worth standards.®* As noted below, there does not appear to be a
material issue as to the applicant’s current compliance with these requirements. Further, there is no
reason to conclude that, merely as the result of the proposed holding company reorganization, New
PBC or New LifeWise of Washington would no longer meet the requirements to register as health
care service contractors, or SWL or LifeWise of Arizona would no longer be able to satisfy the
licensing requirements to write the line or lines of insurance for which they are presently licensed.
In fact, prior to this Final Report, the. OIC had already analyzed this issue and concluded that it is
proper to allow the licenses and registrations to transfer.®

Although SWL and LifeWise of Arizona are not converting, they must continue to satisfy
the requirements for a certificate of authority. In order to qualify for a certificate of authority, an

3 See RCW 48.31C.030(5)(a)(i).
% See RCW 48.31B.015(d)(a)(1).

' See RCW 48.44.040 (“No [health care service contractor] shall change any rates, modify any contract, or
offer any new contract, until he has filed a copy of the changed rate schedule, modified contract, or new contract with
the [Clommissioner.”); see also RCW 48.44.050 (giving the Commissioner the authority to “make reasonable
regulations™). '

$2 See RCW 48.44.037.

8 See E-mail from John Hamje, Staff Attorney, OIC, to Andrew V. Taktajian, Associate, C&B (March 20,
2003, 4:22 p.m. CST) (on file with C&B) [hereinafter “E-mail from John Hamje"] (providing an attachment from Jim
Odiorne of the OIC, which states that the OIC believes that health care service contractor licenses may be transferred
without going through the full licensing procedure) [CONFIDENTIAL). Typically, a registration statement containing
the information on the Form B and Form C of the WAC are also required to be filed. For the HHCA’s requirements,
see RCW 48.31C.040(2)(4) (listing information to be filed with the Commissioner); WAC 284-18A-370, 18A-920
(providing the Form B filing requirements and the Form B); WAC 284-18A-380, 18A-930 (providing the Form C filing
requirements and the Form C). For the IHCA’s requirements, see RCW 48.31B.025(2)~(4) (listing information to be
filed with the Commissioner); WAC 284-18-920 (providing Form B); WAC 284-18-930 (providing the Form C).
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insurer must maintain certain capital requirements.* The Transaction should not affect their
certificates of authority, because the Transaction is not expected to nnpau PREMERA’s capital, but
rather, may increase the capital on hand.

In addition, the Commissioner may refuse to accept the registration of a health care service
contractor, or revoke an insurer’s certificate of authority. if he finds that the company’s financial
condition jeopardizes the payment of claims and refunds to subscribers or is hazardous to
policyholders.®* The foregoing determinations are substantially similar to, and addressed more
appropriately under, the sixth criterion of the Holding Company Acts, which is discussed infra at
section I11.D.4.

(2)  Antitrust Inquiry

With regard to the second potential basis for disapproval, the Commissioner reviews the
Transaction’s effects on competition only if the antitrust section of the Attorney General’s office,
or any federal antitrust enforcement agency, chooses not to review the Transaction. However, if the
Attorney General’s antitrust section does not undertake a review of the Transaction, then the
Commissioner should seek input from the Attorney General throughout the review.® In this case,
the Attorney General’s office has decided not to undertake a review of the Transaction, but rather,
to provide input to the Commissioner.

The Holding Company Acts prevent the Commissioner from disapproving the Transaction
on this basis if he finds, with the Attomey General’s input, that: (a) the acquisition will yield
substantial economies of scale or economies in resource use that cannot be feasibly achieved in any
other way, and the public benefits that would arise from the economies exceed the public benefits
that would arise from more competition;®’ or (b) the acquisition will substantially increase or prevent
significant deterioration in health care coverage or insurance availability, and the public benefits of
the increase exceed the public benefits that would arise from more competition.®* The IHCA (but
not the HHCA) in citing RCW 48.31B.020, implicitly seems to adopt the exemptions of that section
with respect to the analysis of the competitive effects of an acquisition. RCW 48.31B.020 exempts

% RCW 48.05.040(2).

¢ RCW 48.44.160(2); RCW 48.05.140(2).

% RCW 48.31C.030(5)(a)(ii).

57 RCW 48.31C.030(5)(a)(ii)(B)(1); RCW 48.31B.015(4 }a)n)(B), 48.31B.020(4)(c)(i).

8 RCW 48.31C.030(5)(a)(ii)(B)(1); see also RCW 48.31B.015(4)(a)(ii)(B), 48.31B.020(4)(c)(ii) (containing

substantially similar language as the HHCA, but omiting the “prevent significant deterioration” clause).
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from that section, inter alia, an acquisition of already affiliated persons or an acquisition if, as an
immediate result thereof, there would be no increase in any market share.% .

In reviewing PREMERA’s Proposed Transaction with respect to the Antitrust Inquiry, the
Attorney General will provide input as to the Proposed Transaction’s effect on competition.
Arguably, the Transaction does not raise any antitrust concerns under the IHCA because the
Transaction 1s between already affiliated persons, and apparently, there will be no immediate
increase in any market share as a result of the Transaction. Exemptions from the Antitrust Inquiry
under these circumstances exist under provisions regarding insurance acquisitions in RCW
48.31B.020(2)(b)(iv) and (v)(B), though, notably, the HHCA lacks similar exemptions. Although
the Attorney General and the Commissioner may apply these exemptions to the HHCA by analogy,
they do not appear to be required to do so. Nonetheless, the Attorney General and the Commissioner
may reasonably conclude that, although the Transaction is between affiliates and is not expected to
result in an immediate increase in market share, a possibility still exists that the fundamental changes
resulting from the Transaction will both induce and enable New PREMERA to engage in
anticompetitive practices, thereby resulting in substantial increases in market share in the future.

The possibility of anticompetitive practices contemplates the potential consequences of the
planned PO of New PREMERA’s securities after the Transaction. Even though the IPO is not
described as part of the Transaction per se, it is evident that the Proposed Transaction is a necessary
precursor to an IPO, to be conducted at some point after the corporate reorganization-and
conversion. Indeed, from PREMERA’s perspective, the IPO is the essential conclusion of the
Transaction and the resulting substantial increase in available capital is foreseen as one of the
Transaction’s key goals and most significant consequences. The additional capital might be
deployed to facilitate same-market acquisitions, or to fund price wars, lessening competition in
either case. Because these possibilities are somewhat speculative, the analysis must encompass not
Just economic considerations, but also an examination of the sufficiency as a matter of law of the
perceived causal link. C&B believes that the causal link between the two events is too speculative
to result in a finding that the Transaction fails the Antitrust Inquiry.

A question somewhat related to the anticompetitive effect is whether New PREMERA’s
status as a for-profit company will likely result in a disparity in bargaining power between health
care providers and New PREMERA because of New PREMERA ’s access to additional capital and
resulting potential for rapid growth. Another issue related to the Antitrust Inquiry is whether
PREMERA’s market power will allow it to raise premium rates or to reduce provider compensation
in response to shareholder pressures. But, these possibilities are more likely to involve the extent
to which the plans for New PREMERA are contrary to the interests of policyholders or the public,
as discussed infra at section II1.D.2. Nonetheless, the Attorney General’s office may undertake an
analysis that also encompasses some of the foregoing issues as part of the input that it will provide
to the Commissioner.

¥ RCW 48.31B.020(2)(b)(iv), (2)(b)(v)(B).

Confidential Information — Not to be Distributed to the Public Except in Compliance with.the Orders of the
Washington State Commissioner of Insurance — Final Report of Cantilo & Benpett, L.L.P., Page 30




b. Notice of Material Transactions

The Commissioner must receive prior notice of certain transactions between affiliates within
either an insurance holding company system or a health carrier holding company system. For these
transactions, prior notice to the Commissioner, through a Form D filing, is required.”” New
PREMERA’s Form D is an exhibit to its Form A.”" Such transactions include, inter alia, the
following: (1) management agreements, service contracts, and cost-sharing arrangements;”? (2)
other acquisitions or dispositions of assets involving more than [five] percent of the health carrier’s
admitted assets, specified by rule, that the Commissioner determines may adversely affect the
interests of the health carrier’s subscribers;™ or (3) material transactions, specified by rule, that the
Commissioner determines may adversely affect the interests of the insurer’s policyholders.™

Moreover, these transactions are subject to the following standards: (1) the terms must be
fair and reasonable; (2) charges or fees for services performed must be fair and reasonable;
(3) expenses incurred and payment received must be allocated to the health carrier or insurer in
conformity with customary statutory accounting practices consistently applied; (4) each party’s
books, accounts, and records must be so maintained as to clearly and accurately disclose the
transaction’s nature and details, including accounting information necessary to support the
reasonableness of charges and fees to the respective parties;” and (5)(a) the health carrier’s net
worth after the transaction must exceed the health carrier’s company action-level risk-based
capital;” or (5)(b) the insurer’s surplus regarding policyholders, after dividends or distributions to
shareholders or affiliates, must be reasonable in relation to the insurer’s outstanding liabilities and

*  RCW 48.31C.050(2); WAC 284-18A-420, 18A-940. For the IHCA's provisions, see RCW
48.31B.030(1)(b); WAC 284-18-220, 18-940.

" Form D, Form A: Exhibit G-9 (Sept. 17, 2002), available at hitp://www.insurance.wa.gov/special/premera/
filing/ExhibitG-9_Form_D.pdf [hereinafter “Form D, Form A: Exhibit G-97].

™ RCW 48.31C.050(2)(d); RCW 48.3 1B.030(1)(b)(iv).
» RCW 48.31C.050(2)(e). A similar provision is not found in the IHCA.
 RCW 48.31B.030(1)(b)(v). A similar provision is not found in the HHCA.

» RCW 48.31C.050(1)(a)~(d) (listing these four HHCA provisions); RCW 48.31B.030(1)(a)(i)~(iv) (listing
these four IHCA provisions).

7 RCW 48.31C.050(1)(e).
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adequate to its financial needs.” These last two factors ((5)(a) and (5)(b)) are inapplicable, because
PREMERA s surplus is expected to increase as a result of the Transaction.™

New PREMERA’s Form D meets all the informational requirements under the WAC. The
agreements in the Proposed Transaction that are required to be disclosed in the Form D are the
Management Agreement, Intercompany Services and Cost Allocation Agreement (the “Cost
Agreement”), and the Intercompany Tax Sharing Agreement (the “Tax Agreement”).

Pursuant to the Management Agreement, New PBC will provide management and
administrative services to PBC-AK “in order for PBC-AK to carry out its business and operations
in [a] manner substantially consistent with the manner in which PBC carried out its business and
operation . . . prior to” the Transaction.” These management services include, but are not limited
to, the following: actuarial services, underwriting, sales, operational support, financial management,
legal services, human resources, care facilitation, and information technology.®’* PBC-AK is
required to reimburse New PBC according to the Cost Agreement’s terms.?’ Furthermore, PBC-AK
will indemnify New PBC for liability, except for gross negligence or willful misconduct, arising
from the management services, and New PBC will not be liable for any consequential or punitive
damages.” In addition, PBC-AK will indemnify New PBC for legal and other fees, whether or not
they arise out of pending or threatened litigation in connection with the management services.®

The Cost Agreement provides for the payment for services on a cost basis between New
PREMERA and its related affiliates. In addition, the Cost Agreement describes cost allocation
methods and procedures for the allocation of general and administrative (“G&A”) expenses.*
According to the Cost Agreement, the G& A expenses will be allocated using New PREMERA’s or
New PBC’s activity-based cost accounting system. Furthermore, the Cost Agreement notes that this

7 RCW 48.31B.030(1)(a)(v).
® RCW 48.31C.050(1)(e) (stating, for the HHCA, that this provision “does not prohibit transactions that
improve or help maintain the health carrier’s net worth”). Although RCW 48.31B.030(1)(a)(v) does not have a similar

exclusion, as a practical matter, this section would be inapplicable.

™ Management Agreement, Form A: Exhibit H-2, § 1, at 1 (Oct. 4, 2002), available at http://www.
insurance.wa.gov/special/premera/filing/Exhibit_H-2.pdf [hereinafter “Management Agreement, Form A: Exhibit H-2").

% Form D, Form A: Exhibit G-9, supra note 71, at 6.

¥ Management Agreement, Form A: Exhibit H-2, supranote 79, § 2, at 2.

 Id at§ 5, at 2-3.

83 1‘1'

% Cost Agreement, Form A: Exhibit G-94, Recitals, at | (Sept. 26, 2002), avaxlableathttp //www.insurance.

wa.gov/special/premera/filing/Exhibit4_of_ExhibitG-9.pdf.
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system will accumulate G&A expenses according to Generally Accepted Accounting Principles
(“GAAP?), consistently applied, and will allocate the expenses to the lines of business based upon
an appropriate quantifiable measure that supports the activities performed in the cost center.® These
activities include, but are not limited to, the following: the level of service, claims processed,
membership, CPU utilized, time reporting and/or activity.® Moreover, either New PREMERA or
New PBC is required to allocate the G&A expenses at the account level within each cost center
according to guidelines that are consistent with BCBS cost accounting guidelines and Federal Cost
Accounting Standards (“CAS”).¥ These methods are to be reviewed periodically and may be
amended, if necessary, for: “(a) changes in business practices; (b) changes in BCBS cost accounting
guidelines and/or CAS; or (c) determinations that an inappropriate method has been used in the past,
which did not fairly distribute the costs among two or more of the [plarties.”*®

The Tax Agreement provides that New PREMERA and its affiliates will file a consolidated
return, and New PREMERA will pay all taxes.® Each affiliate will pay its share of the consolidated
tax liability as follows: (1) if regular tax is payable, then each will pay the regular tax that would
be payable if filed separately, less any consolidated tax attributes (net operating losses or tax credits)
to reduce the separate tax liability, or (2) if alternative minimum tax (“AMT”) is paid on the
consolidated tax return, then each affiliate will pay its share of taxes that would have been paid if
AMT had been filed separately, less any consolidated tax attributes to reduce the separate tax
liability.”® Although net operating losses (“NOL”) or tax credits generated by one affiliate may be
used to reduce the tax liability of other members in certain years, those members benefitting from
such tax reduction should reimburse the affiliate for any tax benefit generated.”’ The parties will'
not reimburse one another for the use of components of taxable income other than the NOLSs or tax
credits, and components such as capital loss carryforwards and excess charitable contributions will
not be accounted for on a separate return basis.* :

¥ Id at§2.1(a),at 1.
8 J1d.

87 Id at§ 2.1(b), at 2.
8 Jd at§2.2, at2.

% Tax Agreement, Form A: Exhibit G-9-5, § 2.1, at 2 (Sept. 26, 2002), available at http://www.insurance.
wa.gov/special/premera/filing/Exhibit5_of ExhibitG-9.pdf.

* Jd at§2.2,at2.
" Id at§§3.1-3.2, at 3.

2 Jd at§ 3.3, at4.
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The determination by the Commissioner of whether PREMERA’s Form D complies with
applicable law, will turn, in part, on determinations within the scope of PwC’s engagement, such
as the financial reasonableness of the Cost Agreement, Tax Agreement, and Management
Agreement, including whether the proposed charges for services to be performed, are fair and
reasonable. PwC has indicated that the expenses incurred and payments received as part of the
Management Agreement and Cost Agreement will be allocated according to customary statutory
accounting practices consistently applied.” Morever, PwC’s analysis does not reveal that these two -
agreements are financially unfair or unreasonable.” From a legal perspective, the terms of these two
agreements also do not appear to make them inherently unfair or unreasonable. The other statutory
requirements are inapplicable to the Transaction. The Tax Agreement, however, does not comply
with the foregoing legal standards. PwC’s analysis shows that Section 3.3 could result in situations
in which members are not reimbursed for certain tax attributes generated on a separate return basis.”

c. Transfer of Insurance Contracts

Another issue to be considered is whether the transfer of insurance contracts from PBC to
New PBC and from LifeWise of Washington to New LifeWise of Washington is appropriate under .
applicable law. PREMERA requests that the Commissioner confirm that the transfer of all insurance
contracts (as defined in WAC 284-95-030(6)) will not be deemed to trigger the requirements of
WAC Chapter 284-95 (which includes health care service contractors).”® When applicable, these
regulations impose certain policy owner notification and consent requirements and proscribe
discrimination and certain other practices. :

The regulation governing the transfer of insurance contracts does not apply in specified
circumstances, including mergers, when a transferring company withdraws from the state pursuant
to RCW 48.05.290, or absorptions by parent companies.”’” The Proposed Transaction should be
deemed to be encompassed within one or more of these exemptions. For example, RCW 48.05.290
states, in pertinent part, that “[n]o insurer shall withdraw from this state until its direct liability to
its policyholders and obligees under all its insurance contracts then in force in this state has been
assumed by another authorized insurer under an agreement approved by the [Clommissioner.”®®

* PwW Accounting Report, supra 30, at 25 [CONFIDENTIAL).
% 1d.

% 1d

Form A, supra note 44, at 5.

7 WAC 284-95-020(3).

% RCW 48.05.290(1).
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The Proposed Transaction can be deemed to satisfy the requirements of RCW 48.05.290
because LifeWise of Washington will transfer its insurance contracts to another authorized insurer,
New LifeWise of Washington, and LifeWise of Washington will withdraw from the state pursuant
to its Articles of Dissolution. Thus, the Commissioner may approve the agreement that requires
New LifeWise of Washington to assume LifeWise of Washington’s insurance contracts. Similarly,
PBC will transfer its insurance contracts to another authorized insurer, New PBC, and PBC will
withdraw from the state pursuant to its Articles of Dissolution. Again, the Commissioner may
approve the agreement that requires New PBC to assume PBC’s insurance contracts.

1t is critically important that the transfer not result in any adverse change in the terms or cost
of coverage. Because the Form A currently provides no such assurance,” the possibility exists that
such changes will occur due to the change in PREMERA'’s corporate structure from a nonprofit
company to a for-profit company as discussed infra at section II1.D.2. Thus, the Commissioner
should not approve the transfer of policies contemplated in the Proposed Transaction in the absence
of express adequate assurances that the transfer will not result in adverse changes in the terms or

cost of coverage. :
PROPRIETARY MATERIAL REDACTED

i ) _jC&B ’s recommendation, thus, should be interpreted
to mean that the transfer of insurance contracts should be denied to the extent that the Commissioner
concludes that subscribers and policyholders will be affected adversely, for example, because of
New PREMERA'’s potential rate increases to satisfy shareholder pressures as indicated in the
analysis of PwC as described infra at section III.D.2. Such rate increases would effectively cause
a change in the terms or coverage of the subscribers’ policies in the future. If adequate assurances
are, however, provided, and if all the other substantive requirements for the Transaction’s approval
are satisfied, then the Commissioner’s approval of the assumption of insurance contracts is merely
a formality.

d. Solicitation Permits

The Washington Insurance Code also imposes upon the Transaction certain requirements
related to the solicitation of capital. It provides that:

# Although PREMERA’s Plan of Conversion does state that there will not be any change in the transferred
policies, there is no express assurance that no changes will occur. Plan of Conversion of PREMERA, PBC, and
LifeWise of Washington, Form A: Exhibit A-4, art. II, at 5 (September 26, 2002), available at
http://www.insurance.wa.gov/ special/premera/filing/ExhibitA-4.pdf [hereinafter “Plan of Conversion, Form A: Exhibit
A4 ’

'% See letter from PREMERA to James T. Odiorne, at p. 31 (Oct. 17, 2003) (providin{ ]
PROPRIETARY MATERIAL REDACTED (on file with C&B) [hereinafter “PREMERA’s Initial
Comments”’] [CONFIDENTIAL]. Although these comments were delivered after the October 15, 2003, deadline, C&B
has attempted to address at least some of PREMERA’s comments.
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No person forming or proposing to form in this state an insurer, or insurance holding
corporation, or stock corporation to finance an insurer or insurance production
therefor, or corporation to manage an insurer, or corporation to be attorney in fact for
areciprocal insurer, or a syndicate for any of such purposes, shall advertise, or solicit
or receive any funds, agreement, stock subscription, or membership on account
thereof unless he has applied for and has received from the [Clommissioner a

solicitation permit.'”

The required application for a solicitation permit must include, inter alia, a plan according to which
solicitations are to be made.'®

The Form A acknowledges that New PREMERA, New PBC, and New LifeWise of
Washington will all need solicitation permits. Applications have been submitted for the issuance
of stock by New PREMERA to the Foundation Shareholder, issuance of New PBC’s stock, and
issuance of New LifeWise of Washington’s stock.'® For the solicitation permit required for.the [PO,
indications are that PREMERA has not yet developed the plan according to which solicitations are
to be made.' Thus, it may be premature to require such a plan.'® Likewise, it is premature to
require a solicitation permit for the sale of New PREMERA stock to existing shareholders under the
Stockholder Protection Rights Agreement or secondary offerings.'® Therefore, at the time these
events occur, New PREMERA will be required to provide such plans in order for the Commissioner
to make this determination. The OIC concurs with this position.'” Since the solicitation permit
documents will be submitted at a later stage of the conversion (presumably after the S-1 registration
statement required by federal securities laws has been completed), C&B cannot now express any
views as to the Proposed Transaction’s compliance with these provisions. Suffice it therefore to
note at this juncture that the application for such solicitation permit, and the underlying plans, should
be evaluated by the OIC before commencement of the solicitation for capital.

1 RCW 48.06.030(1).
102 RCW 48.06.040(1)(d).

'®" See letter from PREMERA to James T. Odiome (Oct. 25, 2002) (providing a response to Mr. Odiorne’s
deficiency letter) (on file with C&B).

1% See id.

19 See id.

1% See id.

197 See E-mail. from John Hamje, supranote 63 (providing an attachment from James T. Odiome indicating that

the outstanding solicitation permits for the IPO and subsequent financing will be required to be submitted at the time
of the IPO or subsequent financing) [CONFIDENTIAL].
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2. Washington Nonprofit Corporation Act

In addition to the requirements of the Holding Company Acts regarding: (1) licensing and
registration; and (2) the Antitrust Inquiry, the Commissioner may disapprove the Transaction if he
makes one of the following fact-findings: (3) the acquiring party’s financial condition is such as
might jeopardize the health carrier’s financial stability or prejudice its subscribers’ interest; (4) the
plans or proposals that the acquiring party has to liquidate the health carrier, sell its assets,
consolidate or merge it with any person, or to make any other material change 1in its business or
corporate structure or management are unfair and unreasonable to the health carrier’s subscribers,
and not in the public interest; (5) the competence, experience, and integrity of those persons who
would control the health carrier’s operations are such that it would not be in the interest of the health
carrier’s subscribers, and the public, to permit the acquisition of control; or (6) the acquisition is
likely to be hazardous or prejudicial to the insurance-buying public.'®

Generally, compliance with the Washington Nonprofit Corporation Act 1s a matter within
the Attorney General’s authority as parens patriae.'® However, the proposed organizational
documents, and the due diligence conducted by PREMERA, are integral parts of PREMERA’s plans
and proposals to: (a) liquidate the acquired domestic insurers and domestic health carriers; (b) sell
their assets; and (c) make other material changes to their business or corporate structure.'
Therefore, the Commissioner has the authority to determine whether PREMERA has complied with
the Washington Nonprofit Corporation Act in order to make a determination as to whether the
Proposed Transaction is not in the public interest.!! In particular, the Commissioner should
consider the due diligence conducted by PREMERA s officers and directors, and the appropriateness
ofthe Articles of Incorporation and Bylaws of both, the Foundation Shareholder and the Washington
Charitable Organization. .

a. Due Diligence

The applicable due diligence requirements compel a nonprofit corporation’s directors and
officers with discretionary authority to perform their duties: “(a) [i]n good faith; (b) [w]ith the care
an ordinarily prudent person in a like position would exercise under similar circumstances; and (c)
[i]n 2 manner the director or officer reasonably believes to be in the best interests of the

'% See supra note 58 and accompanying text.

'% RCW 24.03.230 (indicating that the Attomney General must approve a plan of distribution with respect to
the assets containing limitations in RCW 24.03.225(3)).

10 See RCW 48.31C.030(5)(a)(ii)(C)(Il), see also 48.31B.015(4)a)(iv) (providing grounds for the
Commissioner to disprove “a merger or other acquisition of control”).

m ]d
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corporation.”'”?  Analysis of whether the Proposed Transaction complies with the due diligence
requirements requires reference to PREMERA’s “Business Case,” which is discussed in-depth infra
at section II1.D.2.e. Therefore, evaluation in this report of whether PREMERA has satisfied its due

diligence obligations is contained in that section.

b. Articles of Incorporation and Bylaws of the Washington Charitable
Organization and the Foundation Shareholder

The Foundation Shareholder’s Articles of Incorporation and Bylaws are similar to those of
the Washington Charitable Organization. Therefore, references to specific provisions of the
Foundation Shareholder’s Articles of Incorporation or Bylaws, or the terms “Articles of
Incorporation” or “Bylaws,” apply to both entities unless otherwise noted.

(D Indemnification, Conflicts with Bylaws, and Presumption of
Assent

The Articles of Incorporation and Bylaws provide protections which exceed those envisioned
in the applicable statutory requirements for indemnifying directors and officers. Moreover, the
Articles of Incorporation conflict with the Bylaws. Also, the provision regarding the presumption
of assent, when calculating director votes, do not comply with the relevant statute. These matters
are of particular concern because the Foundation Shareholder’s directors will be PREMERA

nominees with some historical link to PREMERA and, effectively therefore, PREMERA

representatives.

Under RCW 24.03.043, the indemnification provisions of RCW Chapter. 23
(the *“Washington Business Corporation Act”) apply to a nonprofit corporation, because
RCW 24.03.043 references RCW 23B.17.030 of the Washington Business Corporation Act. RCW
23B.17.030 states that a corporation’s indemnification provisions must comply with both RCW
23B.08.320 and RCW 23B.08.500 through 23B.08.600. Thus, the indemnification provisions of a
corporation are valid only if they are consistent with RCW 23B.08.500 through 23B.08.580.'"
Generally, the Articles of Incorporation and Bylaws provide protections which exceed those
contemplated in these statutes. PREMERA responds to this concem by pointing to RCW
23B.08.560 as statutory authority which allows it to adopt indemnification provisions for the
Foundation Shareholder that are broader than the limitations imposed by the Business Corporation
Act. RCW 23B.08.560, “Shareholder Authorized Indemnification and Advancement of Expenses,”
states the following:

12 RCW 24.06.153(1).

> RCW 23B.08.590.
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(1)  Ifauthorized by the articles of incorporation, a bylaw adopted or ratified by
the shareholders, or a resolution adopted or ratified, before or after the event, by the

shareholders, a corporation shall have power to indemnify or agree to indemnify a director

made a party to a proceeding, or obligate itself to advance or reimburse expenses incurred

in a proceeding, without regard to the limitations in RCW 23B.08.510 through 23B.08.550,

provided that no such indemnity shall indemnify any director from or on account of:

(a) Acts or omissions of the director finally adjudged to be intentional
misconduct or a knowing violation of law;

(b) Conduct of the director finally adjudged to be in violation of
RCW 23B.08.310; or

(©) Any transaction with respect to which it was finally adjudged that
such director personally received a benefit in money, property, or services to which the
director was not legally entitled.

(2)  Unless the articles of incorporation, or a bylaw or resolution adopted or
ratified by the shareholders, provide otherwise, any determination as to any.'**

Although RCW 23B.08.560 does indeed, arguably permit broader indemnification, it does
so upon election by the company’s shareholders. The expanded indemnification incorporated in the
Proposed Transaction is not the product of a decision by the shareholders of the Foundation
Shareholder or the Washington Charitable Organizations, for none exist at this time. Indeed, the
putative owners of the Foundation Shareholder, the citizens of the state of Washington, have had
no say whatsoever in the proposal that the PREMERA nominated directors of the Foundation
Shareholder be afforded this expanded insulation against the consequences of their actions. For this
reason, C&B questions whether the public policy underlying RCW 23B.08.560 is actually served
by its application under these circumstances. Moreover, even if authorized by this section, does ..
such broader indemnification serve the public interest? Although it is widely recognized that some
indemnification provisions are necessary in order to attract qualified directors, officers, and
management, the desired breadth of those indemnification obligations is obviously debatable.
Indemnification provisions that do not provide for sufficient protection for directors, officers; and
management may prevent qualified applicants from being employed by the Foundation Shareholder.
On the other hand, indemnification provisions that are too lenient may unfairly place the burden of
certain wrongful actions on the company, which impacts the value of the owners’ financial interest
in the company. RCW 23B.08.560 contemplates that shareholders will make these determinations.
The “owners” of the Foundation Shareholder are the public and not PREMERA s directors. As the
representative of the public, the Commissioner should consider whether he should approve

14 RCW 23B.08.560 (emphasis added).
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indemnification provisions that are broader than the limitations which the Washington legislature
enacted as default provisions beyond which shareholder action is necessary.

Regardless of the applicability of RCW 23B.08.560, it is not in the public’s interest to
develop indemnification provisions that are: (1) broader than the limitations in RCW 23B.08.560
as described above; (2) broader than the provisions that have been adopted by New PREMERA
which mirror the legislature’s limitations, but are not incorporated in the bylaws of the Foundation
Shareholder or the Washington Charitable Organization; or (3) more onerous than those adopted for

New PREMERA.

Without limiting the applicability of the foregoing statutes, the following discussion
identifies those provisions of the Articles of Incorporation and Bylaws that do not comply with the
applicable statutory requirements. First, the indemnification provisions are contrary to RCW
23B.08.510(1) and RCW 23B.08.510(4)(a) because the limitations in those statutes have not been
included in the Articles of Incorporation or Bylaws, which resuits in indemnification that is far too
broad.'"* RCW 23B.08.510(1) includes the requirements that the indemnitee (a) acted in good faith;
and (b) the individual reasonably believed: (i) the conduct was in the company’s best interests if
acting in the individual’s official capacity; and (ii) in all other cases, the conduct was not at least
opposed to the company’s best interests; and (c) in criminal proceedings, the individual could not
reasonably believe that the conduct was unlawful. RCW 23B.08.510(4)(a) prevents indemnification
if the director''® was adjudged liable to the corporation in a proceeding by, or in right of, the
corporation. Second, the Articles of Incorporation and Bylaws do not include the deﬁnmon of
“Official Capacity” as set forth in RCW 23B.08.500(5).""

(5) "Official capacity” means: (a) When used with respect to a director, the office
of director in a corporation; and (b) when used with respect to an individual other

115 See Foundation Shareholder, Articles of Incorporation, Form A: Exhibit E-1, art. VIII, § 1, at 4-5
(Sept. 16, 2002), available at htp:iwww.insurance wa.gov/special/premera/filing/ExhibitE-1.pdf [hereinafter
“Foundation Shareholder, Articles of Incorporation, Form A: Exhibit E-17] (*Authority to Indemnify”); Foundation
Shareholder, Bylaws, Form A:  Exhibit E-2, § 7.2, at 12 (Sept. 17, 2002), Exhibit-1 available at
http://www insurance.wa.gov/special/premera/filing/ExhibitE-2.pdf [hereinafter “Foundation Shareholder, Bylaws,
Form A: Exhibit E-2"] (“Indemnification Rights of Directors, Officers, Employees and Agents™). See also Washington
Charitable Organization, Articles of Incorporation, Form A: Exhibit E-3, art. VIII, § 1, at 5 (Sept. 17, 2002), available
athup:#/wwaw. insurance.wa.gov/special/premera/filing/ExhibitE-3 pdf [hereinafter “Washington Charitable Organization,
Articles of Incorporation, Form A: Exhibit E-3”] (“Authority to Indemnify™); Washington Charitable Organization,
Bylaws, Form A: Exhibit E-4, § 7.2, at 10 (Sept. 17, 2002), available at http://www.insurance.wa.gov/special/premera/
filing/ExhibitE-4.pdf [hereinafter *“Washington Charitable Organization, Bylaws, Form A: Exhibit E-4"]
(“Indemnification Rights of Directors, Officers, Employees and Agents™).

''® The corporation may indemnify and advance expenses under RCW 23B.08.510 through 23B.08.560 to an
officer, employee, or agent of the corporation who is not a director to the same extent as to a director. RCW 23B.08.570.

"' See Foundation Shareholder, Bylaws, Form A: Exhibit E-2, supranote 115, § 7.1, at 10-12 (“Definitions”);
Washington Charitable Organization, Bylaws, Form A: Exhibit E-4, supra note 115, § 7.1, at 9-10 (*Definitions”).
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than a director, as contemplated in RCW 23B.08.570, the office in a corporation held
by the officer or the employment or agency relationship undertaken by the employee
or agent on behalf of the corporation. “Official capacity” does not include service
for any other foreign or domestic corporation or any partnership, joint venture, trust,
employee benefit plan, or other enterprise.'*®

Third, the Articles of Incorporation and Bylaws do not limit reimbursement for expenses
regarding indemnification to reasonable expenses as specified in RCW 23B.08.530 and
23B.08.550(3).'" Fourth, the presumption in the Bylaws that an Indemnitee is entitled to
indemnification, and the requirement that the Board of Directors determine by clear and convincing
evidence that the Indemnitee is nor entitled to indemnification, does not comply with
RCW 23B.08.550, which does not provide for such presumption or standards.’® Fifth, in
determining the procedure regarding advances for expenses, the Bylaws do not comply with
RCW 23B.08.530, because they do not require the director to provide a “written affirmation” of his
belief that the standard of conduct required to be eligible for indemnification has been met.'?!
Similarly, the Bylaws do not comply with RCW 23B.08.530, which requires a “written undertaking,
executed personally or on the Indemnitee’s behalf.”'? Moreover, New PREMERA requires such
“written” affirmations and undertakings, but does not require the same for the Foundation
Shareholder’s indemnification obligations.'” Sixth, the right of an Indemnitee to bring suit in
Section 7.4.4 of the Bylaws does not comply with RCW 23B.08.500(4), 23B.08.540, and

118 RCW 23B.08.500(5).

19 See Foundation Shareholder, Bylaws, Form A: Exhibit E-2, supranote 115, § 7.2, at 12 (“Indemnification
Rights of Directors, Officers, Employees and Agents™); id. at § 7.3.1, at 12—13 (“Notification and Defense of Claims™);
see also Washington Charitable Organization, Bylaws, Form A: Exhibit E-4, supra note 115, § 7.2, at 10
(“Indemnification Rights of Directors, Officers, Employees and Agents”); id. at § 7.3.1, at 10-11 (“Notification and
Defense of Claims”).

'? See Foundation Shareholder, Bylaws, Form A: Exhibit E-2, supra note 115, § 7.3.2, at 13 (*Information
to be Submitted and Method of Determination and Authorization of Indemnification™); Washington Charitable
Organization, Bylaws, Exhibit A: Exhibit E-4, supranote 115, § 7.3.2, at 11 (“Information to be Submitted and Method
of Determination and Authorization of Indemnification™).

12! See Foundation Shareholder, Bylaws, Form A: Exhibit E-2, supra note 115, § 7.3.3(a), at 13; Washington
Charitable Organization, Bylaws, Form A: Exhibit E-4, supra note 115, § 7.3.3(a), at 12 (both requiring — within the
“Special Procedure Regarding Advance for Expenses™ provision - only ““an affirmation, given in any manner and by any
means permitted under the Act,” without specifying a “written affirmation”).

'2 See Foundation Shareholder, Bylaws, Form A: Exhibit E-2, supra note 115, § 7.3.3(b), at 13; Washington
Charitable Organization, Bylaws, Form A: Exhibit E-4, supra note 115, § 7.3.3(b), at 12 (both requiring — within the
“Special Procedure Regarding Advance for Expenses™ provision - only “an undertaking, given in any manner and by
any means permitted under the Act,” without specifying a “written affirmation™).

12 See, e.g., See New PREMERA, Bylaws, Form A: Exhibit B-2, art. V, § 5(c)(2), at 14 (Sept. 17, 2002),
available at hitp://www. insurance. wa gov special premners filing | ahibitB2 pdf (requiring “a written undertaking”).
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23B.08.550.'* Section 7.4.4 of the Bylaws, infer alia, prevents a court from giving significant
weight to the Foundation Shareholder’s determination that indemnification should not be granted
by preventing the use of that determination as a presumption against the Indemnitee.'” Seventh, in
the Bylaws, the term “Indemnitee” is defined more broadly than officers and directors, and thus,
seems to be inconsistent with the provision in the Bylaws that provides liability insurance only for
acts done by officers and directors.'?

In addition to the problems with the indemnification provisions, the Washington Charitable
Organization’s Articles of Incorporation appear to conflict with its Bylaws. Article X of the
Washington Charitable Organization’s Articles of Incorporation requires a vote of two-thirds (2/3)
for the amendment of any Bylaw. However, Section 9.6 of the Washington Charitable
.Organization’s Bylaws requires a unanimous vote to amend Article II, Article III, or Section 9.6 of
the Bylaws. Thus, the Washington Charitable Organization’s Articles of Incorporation require a
lesser vote than the Bylaws in order to amend the Bylaws.'?’

Also, the Bylaws’ first exception to the presumption of assent, with respect to calculating
a director’s vote; is too specific and does not comply with RCW 24.03.120."® This section states
that a director at a board meeting is presumed to have assented to the action taken unless: “(a) The
director objects at the beginning of the meeting, or promptly upon the director’s arrival, to holding
itor transacting business at the meeting.” PREMERA notes that this language is consistent with the
requirements of RCW 24.03.120. However, RCW 24.03.120 states, in pertinent part, the following:

Attendance of a director or a committee member at a meeting shall constitute a
waiver of notice of such meeting, except where a director or a committee member

1* See Foundation Shareholder, Bylaws, Form A: Exhibit E-2, supra note 115, § 7.4.4, at 14-15 (“Right of
Indemnitee to Bring Suit”); Washington Charitable Organization, Bylaws, Form A: Exhibit E-4, supranote 115, § 7.4.4,
at 13 (“Right of Indemnitee to Bring Suit”).

'¥* See Foundation Shareholder, Bylaws, Form A: Exhibit E-2, supranote 115,, § 7.4.4, at 14-15 (“Right of
Indemnitee to Bring Suit™); Washington Charitable Organization, Bylaws, Form A: Exhibit E-4, supranote 115,,§7.4.4,
at 13 (“Right of Indemnitee to Bring Suit”).

16 See Foundation Shareholder, Bylaws, Form A: Exhibit E-2, supra note 115, § 7.5.3, at 15 (“Insured
Claims™); id. at § 7.1(g), at 11 (defining “Indemnitee™). See also Washington Charitable Organization, Bylaws, Form A:
Exhibit E-4, supra note 115, § 7.5.3, at 14 (“Insured Claims™); id. at § 7.1(g), at 9 (defining “Indemnitee”).

'"Though it has not amended its Form A to address this issue, PREMERA has agreed to modify the Articles
of Incorporation to include the phrase “unless a greater requirement is set forth in the Bylaws.” See PREMERA s Initial
Comments, supra note 100 at 25 [CONFIDENTIAL].

. '* See Foundation Shareholder, Bylaws, Form A: Exhibit E-2, supra note 115, § 4.6(a), at 5 (“Presumption
of Assent”); Washington Charitable Organization, Bylaws, Form A: Exhibit E4, supra note 115, § 4.6(a), at 5
(“Presumption of Assent’).
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attends a meeting for the express purpose of objecting to the transaction of any

business because the meeting is not lawfully called or convened.'? .

Thus, Section 4.6(a) should be re-written to comply with RCW 24.03.120, and should be restated
as follows: “The director attends the meeting for the express purpose of objecting to the transaction
of any business because the meeting is not lawfully called or convened.”

(2)° Lobbying

A substantial concern anises from provisions in the Proposed Transaction that contemplate
that the Foundation Shareholder may, inter alia, engage in substantial lobbying activities likely to
be of benefit primarily to PREMERA. In that respect, the Articles of Incorporation do not require
that the contributions to the Washington Charitable Organization may be used only for the
promotion of the health of Washington’s residents. This concemn is exacerbated by PREMERA’s
effective control of the Foundation Shareholder, as discussed more fully with respect to the
Foundation Shareholder’s independence, infra at section IV.B.

As currently structured, the Foundation Shareholder arguably may become PREMERA’s
lobbyist for the deregulation of health insurers in Washington and Alaska. Such lobbying is
implicitly contemplated for the stated purpose of “simplifying and reducing the administrative
burdens of health care providers and Health Insurers in Washington and Alaska.”" Although it
might be contended that such a purpose may provide some indirect public benefit, the public interest
1s much more likely to be served best if the Foundation Shareholder provides exclusively more direct
benefits to health care. Moreover, while the reduction of administrative burdens may promote
efficient uses of resources, reducing the “administrative burden” may also amount to reducing
regulatory oversight, which may be harmful to the public. Health eare providers and health insurers
are more than capable of lobbying for such legislation without the need to devote the Foundation
Shareholder’s assets to that purpose.

In general, the public interest is probably not best served by having the Foundation
Shareholder become a proponent or opponent of legislation. It is probable that such involvement
would be perceived as a conflict by one or more segments of the public. Arguments that lobbying
activities may inure to the berefit of the public may fall far short of overcoming these concerns. The
Commissioner should weigh the potential benefits that those assets would have provided to the
public, when devoted to lobbying activities, against the public perception and very real possibility
that the Foundation Shareholder will merely have become, at least in part, a lobbying vehicle for

1% See RCW 24.03.120 (emphases added).

' Foundation Shareholder, Articles of Incorporation, Form A: Exhibit E-1, supranote 115, art. III, §1, at |
(“Purposes and Powers™); see also id. art. 1V, § 2, at 3 (“Political Activity™).
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PREMERA and private interest groups.”?! As a general matter, some factors that the Commissioner
might consider are: (1) the scope of the lobbying; (2) the extent to which the lobbying would benefit
PREMERA,; (3) the economic and administrative resources that would be devoted to the lobbying
activities; (4) the divisiveness of the issues on which the Foundation Shareholder can lobby; and (5)
the extent to which the lobbying would promote the accessibility, affordability, and availability of
health care in Washington. Furthermore, the Commissioner should evaluate the potential cost to the
Foundation Shareholder in terms of additional taxes that may be levied, and the likelihood that the
Internal Revenue Service (the “IRS”) would impose those taxes.

As one of the Structural Issues presented to the applicant in February, 2003, PREMERA was
given the opportunity to comment on whether (and if so, why) the Transaction should not make
provision to prevent all lobbying, campaigning, or other political activity by the Charitable
Organizations or the Foundation Shareholder (if one is retained). PREMERA did not respond.
Moreover, PREMERA was given the opportunity to amend the Transaction, with respect to a
closely-related issue, whether there would be two Foundation Shareholders and two Charitable
Organizations, one of each for Alaska and Washington. Altemnatively, PREMERA was asked to
consider whether, if a structure were adopted that eliminated the Foundation Shareholder, the
consideration should be delivered directly to the two Charitable Organizations. PREMERA neither
responded to these inquiries nor provided an explanation as to why the current structure should be

maintained.

| PROPRIETARY MATERIAL REDACTED

, i .}1But, § 501(c)(4) status
might be assured in other ways. And even if lobbying activities are desirable for that reason, the
scope and purpose of such activities could be defined in a manner more consistent with the
fundamental purpose of the Foundation Shareholder and Charitable Organizations.

On this record, the Commissioner is justified in concluding that the Transaction is not in the
public interest; to the extent that the Foundation Shareholder may devote charitable assets to
lobbying activities. This concern is independent of the complete lack of independence for the
Foundation Shareholder and Charitable Organizations, which is discussed infra at section IV.B.

"' PREMERA has recently asserted that no funds from the disposition of New PREMERA s shares transferred
to the Foundation Shareholder will be used to fund these lobbying activities; however, no assurances have been provided.
Moreover, using the name of the Foundation Shareholder in the public and political arena to promote purposes that are
beneficial to New PREMERA may be viewed as not in the public’s interest.
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3) Prudent Person Rule

The Foundation Shareholder’s Articles of Incorporation propose to exempt the directors from
the “prudent person” standard.”” This proposed lack of accountability may also impair the ability
of the Proposed Transaction to satisfy the public interest. PREMERA may view this provision as
necessary, however, because the Proposed Tranmsaction contemplates that the Foundation
Shareholder, initially, will have its assets (i.e., PREMERA’s fair market value) invested solely in
New PREMERA’s stock. Generally, under the “prudent person™ rule, investing all of a trust’s
“eggs” in one “basket” might constitute a violation of the trustees’ obligation to avoid speculative

investments and to properly diversify the assets.'”

In this instance, the “cure” vastly outweighs the “disease.” The inability of the Foundation
Shareholder to diversify its portfolio immediately may not give rise to the feared liability. The duty
to diversify trust assets is subject to at least two exceptions: (1) an express provision by the settlor
relieving the trustee of the duty to diversify, or (2) circumstances dictating that it is not prudent to
diversify."* The Regulators’ approval of the Articles of Incorporation on the public’s behalf should
serve to protect the Foundation Shareholder’s directors from any liability under the “prudent person”
standard because the settlor, in this case, is arguably the public. It may even be appropriate to recite
in any order approving the Proposed Transaction that the Foundation Shareholder and its directors
are not at liberty ab initio to achieve the desired diversification and cannot be held accountable for
such inability for some specified period of time.

It should be noted that, funding the Foundation Shareholder with New PREMERA stock
instead of cash may be the only practicable method of effectuating the Transaction as proposed.
Moreover, the Proposed Transaction ensures that the Foundation Shareholder’s “eggs” will remain
in “one basket” only temporarily, because it requires the Foundation Shareholder to divest itself of
the Shares pursuant to a divestiture schedule. In addition, as the Articles of Incorporation are
proposed, the Foundation Shareholder’s directors will remain subject to the prudent person rule with
respect to all of the Foundation Shareholder’s assets other than the Shares (i.e., the manner in which.
the Foundation Shareholder’s directors invest the proceeds from the divestiture of the Shares).

Further, the Foundation Shareholder’s directors would remain subject to all other applicable duties

-such as the duty to act in good faith and in a manner the directors reasonably believe to be in the best

1 See Foundation Shareholder, Articles of Incorporation, Form A: Exhibit E-1, supra note 115, art. VII, §
1, at 4.

'3 See RCW 11.100.020 (providing the requirements for proper management of trust assets by a fiduciary);
see also Baker Boyer Nat'l Bank v. Garver, 43 Wash. App. 673, 678-79, 719 P.2d 583, 587-88 (1986) (stating that,
while the law is unresolved in Washington, a trustee has a general obligation to diversify investments under the prudent
person rule).

% Id. at 588.
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interest of the corporation.'” Thus, if limited solely to the Foundation Shareholder’s concentration
of assets in New PREMERA stock (as PREMERA asserts is the intent), this provision ultimately
may not raise fundamental concerns.

“C. PBC’s Articles of Dissolution and Plan of Distribution

PBC’s proposed Articles of Dissolution comply with RCW 24.03.240 (“Articles of
dissolution”). PBC will also be required to comply with additional procedural requirements, such
as RCW 24.03.220 (“Voluntary dissolution”), RCW 24.03.245 (“Filing of articles of dissolution™),
and RCW 24.03.230 (“Plan of distribution”).

PBC’s proposed Plan of Distribution appears not to comply with RCW 24.03.225
(“Distribution of assets”). Under RCW 24.03.225, a corporation’s assets in dissolution shall be

distributed as follows:

(1) All liabilities and obligations of the corporation shall be paid, satisfied and
discharged, or adequate provision shall be made therefor; (2) [a]ssets held by the
corporation upon condition requiring return, transfer or conveyance, which condition
occurs by reason of the dissolution, shall be returned, transferred or conveyed in
accordance with such requirements; (3) [a]ssets received and held by the corporation
subject to limitations permitting their use only for charitable, religious,
eleemosynary, benevolent, educational or similar purposes, but not held upon a
condition requiring return, transfer or conveyance by reason of the dissolution, shall
be transferred or conveyed to one or more domestic or foreign corporations, societies
or organizations engaged in activities substantially similar to those of the dissolving
corporation, pursuant to a plan of distribution adopted as provided in this chapter; (4)
[o]ther assets, if any, shall be distributed in accordance with the provisions of the
articles of incorporation or the bylaws to the extent that the articles of incorporation
or bylaws determine the distributive rights of members, or any class or classes of
members, or provide for distribution to others; (5) [a]ny remaining assets may be
distributed to such persons, societies, organizations or domestic or foreign
corporations, whether for profit or not for profit, as may be specified in a plan of
distribution adopted as provided in this chapter.'*

PBC’s Articles of Incorporation state that:

[o]n dissolution or final liquidation of the Corporation, its net assets shall be applied
and distributed to the sole voting member for the purposes for which the Corporation

13 See RCW 24.06.153(1) (listing the duties of corporate directors and officers).

¢ RCW 24.03.225.
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has been established, subject to any limitations consistent with the federal tax status
of the Corporation which are in effect at the time of such distribution. '’

Technically, RCW 24.03.225(1) is irrelevant because, after PBC transfers its assets and liabilities
to New PBC, PBC will retain no liabilities, and its only remaining asset will be 100 percent of New
PBC’s initial stock.® Moreover, RCW 24.03.225(2) is irrelevant because PBC’s asset, New PBC
stock, 1s not held on “condition requiring return, transfer or conveyance, which condition occurs by
reason of the dissolution.”* However, the Plan of Distribution arguably does not comply with
RCW 24.03.225(3), which provides that:

[a]ssets received and held by the corporation subject to limitations permitting their
use only for charitable, religious, eleemosynary, benevolent, educational or similar
purposes, but not held upon a condition requiring return, transfer or conveyance by
reason of the dissolution, shall be transferred or conveyed to one or more domestic
or foreign corporations, societies or organizations engaged in activities substantially
similar to those of the dissolving corporation, pursuant to a plan of distribution
adopted as provided in this chapter.'*

Instead, the Plan of Distribution merely provides that, after paying all liabilities and obligations,
PBC shall distribute any remaining assets to its “sole voting member, PREMERA.”'* Were the
Commissioner, in consultation with the Attorney General, to approve the proposed Plan of
Distribution, such action could be construed as an admission that PBC does not hold any assets
restricted to charitable, benevolent, or similar purposes. This would contradict the apparent
agreement among all parties that PBC’s fair market value must ultimately be transferred to the
Foundation Shareholder, as discussed infra at I11.D.2.f. However, the parties need not resolve the
legal issue of whether RCW 24.03.225(3) applies, if PBC specifies in the Plan of Distribution under
RCW 24.03.225(5) that all assets remaining shall be transferred to PREMERA, on condition that
those assets be used only for charitable, benevolent, or similar purposes, and on further condition

that upon PREMERA ’s dissolution, those assets be transferred to the Foundation. Shareholder. Or, .

PREMERA, as PBC’s sole member, could simply amend PBC’s Articles of Incorporaﬁon and
Bylaws with language similar to the foregoing in order to achieve the same result as would be

7 PBC, Restated Articles of Incorporation, art. VIII, at 0000347 (June 30, 1998) (on file with C&B).

*% Paragraph 1 of the Plan of Distribution unobjectionably simply treats RCW 24.03.225(1) as applying, and
treats the transfer of PBC’s liabilities to New PBC as adequate provision for those liabilities. See PBC, Plan of
Distribution, Form A: Exhibit G-15, at 1 (Sept. 26, 2002), available at http://www.insurance.wa.gov/special/premera/
filing/ExhibitG-15.pdf [hereinafter “Plan of Distribution, Form A: Exhibit G-157).

1 RCW 24.03.225(2).

9 RCW 24.03.225(3).

"' Plan of Distribution, Form A: Exhibit G-15, supra note 138, at 1.
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achieved under RCW 24.03.225(5) by amending the Plan of Distribution under RCW 24.03.225(4).
In the absence of a curative provision, the Commissioner would be justified in concluding that the
Plan of Distribution, as currently written, is not in the public interest.

d. LifeWise of Washington’s Articles of Dissolution and Plan of
Distribution

Because LifeWise of Washington was formed under RCW Chapter 24.06, its assets should
be distributed in a manner similar to those of PREMERA as discussed in the next subsection. To
the extent that the Proposed Transaction does not so require, it is not in compliance with applicable
law.

e. PREMERA’s Articles of Dissolution and Plan of Distribution

PREMERA’s proposed Articles of Dissolution comply with RCW 24.06.275 (“Articles of
dissolution”). PREMERA will also be required to comply with RCW 24.06.260 (“Voluntary
dissolution”) and RCW 24.06.280 (“Filing of articles of dissolution”).

Furthermore, under RCW 24.06.265, PREMERA s assets are required to be distributed in
the following manner:

(1) All liabilities and obligations of the corporation shall be paid, satisfied and
discharged, or adequate provision made therefor; (2) [a]ssets held by the corporation
upon condition requiring return, transfer or conveyance, which condition occurs by
reason of the dissolution, shall be returned, transferred, or conveyed in accordance
with such requirements; (3) [r]emaining assets, if any shall be distributed to the
members, shareholders or others in accordance with the provisions of the articles of
incorporation. '

As is the case for PBC, PREMERA may not be subject to RCW 24.06.265(1), because
PREMERA will have transferred its habilities to New PREMERA in exchange for 100 percent of
New PREMERA ’s initial stock. RCW 24.06.256(1)~(2) do not apply to PREMERA’s dissolution
for the same reasons as RCW 24.03.225(1)—(2) do not apply to PBC’s dissolution. In order to
facilitate the transfer of assets to the Foundation Shareholder, language as described supra at section
III.C.2.c, regarding PBC’s dissolution should be incorporated into New PREMERA’s Plan of
Distribution. As discussed, such language will avoid the potential problem with respect to an
argument that PBC’s assets are not restricted for charitable purposes.

U2 RCW 24.06.265.
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f. Other Agreements

The LifeWise of Washington/New LifeWise of Washington Transfer of Assets Agreement,'*
PBC/PBC-AK Transfer of Assets Agreement,'* and the PBC/New PBC Transfer of Assets
Agreement'® comply with RCW 24.03.035(5), which states that each corporation will have the
power “[t]o sell, convey, mortgage, pledge, lease, exchange, transfer and otherwise dispose of all
or any part of its property and assets.”'* Similarly, the PREMERA/New PREMERA Transfer of
Assets Agreement'‘’ complies with RCW 24.06.030(5), which permits a miscellaneous nonprofit
corporation to transfer its assets.'*® '

3. Federal Law

In general, the Proposed Transaction is not governed in any material respect by federal law.
There will, of course, be provisions of the Internal Revenue Code that will have a material impact
on the Proposed Transaction and its consequences. These matters are addressed more fully in the
tax analysis furnished by PwC. To the extent that PREMERA contracts with federal agencies, such
as the Office of Personnel Management or the U.S. Department of Health and Human Services’
Centers for Medicare and Medicaid Services (“CMS”), it will be required to comply with the
requirements of its contracts and those agencies as they affect the contemplated transfers. But there
are no general regulatory requirements or necessary approvals applicable to the Proposed
Trarsaction under federal law.

The extent to which the Proposed Transaction will affect competition, on the other hand, may
give rise to material issues under both state and federal law. These matters are addressed by the
Attorney General’s office in its advisory capacity to the Commissioner. Moreover, there are certain
filing requirements imposed by the Hart-Scott-Rodino Antitrust Improvement Act of 1976 (“HSR”).
HSR established a premerger notification program as a means for avoiding some of the difficulties
and expense that the Federal Trade Commission (“FTC”) and the Department of Justice (“D0OJ”)

'3 LifeWise/New LifeWise Transfer of Assets Agreement, Form A: Exhibit A-4A (Sept. 26,2002), available
at htip://www.insurance.wa.gov/special/premera/filing/ExhibitA _of ExhibitA-4.pdf.

14 PBC/PBC-AK Transfer of Assets Agreement, Form A: Exhibit G-11 (Sept. 26, 2002), available at
http://www.insurance.wa.cov/special/premera/filing/ExhibitG-11.pdf.

' PBC/New PBC Transfer of Assets Agreement, Form A: Exhibit G-12 (Sept. 26, 2002), available at
bttp://www.insurance.wa.gov/special/premera/filing/ExhibitG-12 pdf.

16 RCW 24.03.035(5).

7 PREMERA/New PREMERA Transfer of Assets Agreement, Form A: Exhibit G-13 (Sept. 26, 2002),
available at http://www.insurance.wa.pov/special/premera/filing/ExhibitG-13.pdf.

18 RCW 24.06.030(5).
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encountered upon challenging anticompetitive acquisitions after they occurred.!*® HSR was written
as an amendment to the Clayton Act'* which prohibits mergers and acquisitions where the effect
“may be substantially to lessen competition, or to create a monopoly.”'*" Thus, applicability of non-
tax federal laws to the Proposed Transaction arises at two levels. First, HSR promulgates certain
reporting requirements. Second, and perhaps more substantively, the Clayton Act requires analysis
of the competitive impact of the transaction.

a. Filing Requirements

In general, HSR requires that certain proposed acquisitions .of voting stock or assets must
be reported to the FTC and the DOJ prior to consummation.'? Following compliance with the
reporting requirements of HSR, the parties to the acquisition must wait a specified period of time,
usually thirty (30) days, before completing the transaction. This waiting period provides the FTC
and the DOJ with an opportunity to review the proposed transaction at a time when remedial action
is most effective, should these agencies determine that an unlawful restraint of trade is likely under
the Clayton Act’s substantive requirements, upon completion of the acquisition.

HSR states in part:

(a) Except as exempted pursuant to subsection (c), no person shall acquire, directly
or indirectly, any voting securities or assets of any other person, unless both persons
(or in the case of a tender offer, the acquiring person) file notification pursuant to
rules under subsection (d)(1) and the waiting period described in subsection (b)(1)
has expired, if-

(1) the acquiring person, or the person whose voting securities or assets are
being acquired, is engaged in commerce or in any activity affecting
commerce; and

(2) as a result of such acquisition, the acquiring person would hold an
aggregate total amount of the voting securities and assets of the acquired
person—

(A) in excess of $200,000,000 (as adjusted and published for each
fiscal year beginning after September 30, 2004, in the same manner

19 See 15 US.C. § 18a.
10 See id at §§ 12-27.
' Id at § 18.

12 HSR does not provide a specific deadline for reporting the proposed transaction during premerger activity.
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as provided in section 8(a)(5) to reflect the percentage change in the
gross national product for such fiscal year compared to the gross
national product for the year ending September 30, 2003); or

(B)(1) in excess of $50,000,000 (as so adjusted and published) but not
in excess of $200,000,000 (as so adjusted and published); and

(i1)(I) any voting securities or assets of a person engaged in
manufacturing which has annual net sales or total assets of
$10,000,000 (as so adjusted and published) or more are being
acquired by any person which has total assets or annual net
sales 0f $100,000,000 (as so adjusted and published) or more;

(II) any voting securities or assets of a person not
engaged in manufacturing which has total assets of
$10,000,000 (as so adjusted and published) or more
are being acquired by any person which has total
assets or annual net sales of $100,000,000 (as so
adjusted and published) or more; or

(IIT) any voting securities or assets of a person with
annual net sales or total assets of $100,000,000 (as so
adjusted and published) or more are being acquired by
any person with total assets or annual net sales of
$10,000,000 (as so adjusted and published) or more.

In the case of a tender offer, the person whose voting securities are sought to be acquired by
a person required to file notification under this subsection shall file notification pursuant to rules
under subsection (d).'*

For HSR to apply to a particular transaction, it must satisfy three (3) tests: the Commerce
Test at above section (a)(1); the Size-of-Person Test at above section (a)(2)(B); and the Size-of-
Transaction Test, at above section (@)(2)(A).

b. The Commerce Test

According to 16 C.F.R. §801.3, the Commerce Test is satisfied if any entity included within
the “acquiring person,” or any entity included within the “acquired person,”is engaged i In commerce
or in any activity affecting commerce. Pursuant to 16 C.F.R. § 801.1(a)(1), the acquiring and
acquired persons are the entities that ultimately control the buyer and the seller respectively.

19 See 15 U.S.C. § 18a(a).
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Therefore, analysis of the Commerce Test focuses on the commercial activity of the “ultimate parent
entities.”

As used in HSR, the term “commerce” generally means “interstate commerce” or trade
among the several states.'™ The term “interstate commerce” has been liberally interpreted by the
courts in extending the jurisdiction of the FTC. As such, “interstate commerce” has been deemed
to mean all commercial intercourse between different states and all component parts of that
intercourse.'*® Applying this expansive jurisprudential image of interstate commerce, the courts
have held that an insurance company conducting a substantial part of its business across state lines
is engaged in interstate commerce and, thereby, subject to the antitrust laws.!*¢ However, the extent
to which such interstate commercial activity may subject an insurance company to the antitrust laws
1s prescribed by the McCarran-Ferguson Act in which Congress declared that the federal antitrust
laws were applicable to the business of insurance but only to the extent that such business is not
regulated by state law.'”’” The reorganization of an insurance company involved in interstate
commerce, although regulated by the domiciliary state, does not deprive the FTC of its antitrust
jurisdiction.'®® As such, the Commerce Test is satisfied if one of the ultimate parent entities to the
acquisition is involved in commercial intercourse between the states. PREMERA, being a
Washington nonprofit corporation (and the ultimate parent entity for the acquired person), with
affiliates doing business in several states (including, but not limited to, the states of Washington,
Oregon, and Alaska), the Commerce Test has clearly been met in the Proposed Transaction.

c. The Size-of-Person Test

The basic Size-of-Person Test is satisfied only where at least one of thg ultimate parent
entities involved in the transaction has $100 million or more in annual sales or total assets and the
other has $10 million or more."® Obviously, for the Proposed Transaction, New PREMERA will
have no sales or assets at the time of the Transaction; therefore, eliminating any need for further
examination of the Size-of-Person Test. However, pursuant to 15 U.S.C. § 18a(a)(2)(A), if the
Size-of-Transaction Test is met by a transaction in excess $200 million, then the Size-of-Person Test
1s inapplicable, and the review of reporting requirements under HSR becomes a two part analysis.
Failure of the Size-of-Person Test, therefore, is material for our purposes, only if the transaction
involves less than $200 million in assets.

' See 15U.S.C. § 12.

135 F.T.C. v. Pacific States Paper Trade Assoc.,273 U.S. 52 (1927).

1% United States v. South-Eastern Underwriters Ass'n., 322 U.S. 533 (1944).

17 See 15 U.S.C. § 1012.

'8 American General Ins. Co. v. Federal Trade Comm'n. 359 F Supp. 887 (1973, DC Tex).

1% See 15 U.S.C. § 18a(a)(2).
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d. The Size-of-Transaction Test

The Size-of-Transaction Test is satisfied if, as a result of the acquisition, the acquiring person

would hold an aggregate total amount of the voting securities and assets of the acquired person,
(1) in excess of $200 million or; (2) in excess of $50 million but less then $200 million.'® Because
the Proposed Transaction failed to satisfy the Size-of-Person Test, there is no reporting requirement
under HSR unless the Size-of-Transaction Testis met at the $200 million threshold level. Therefore,
for an asset purchase such as the Proposed Transaction, the value of the assets to be acquired by

New PREMERA must be greater than $200 million. If the acquired assets are valued at less then

$200 million, then there is no reporting requirement under HSR.

For purposes of the relevant analysis, the value of the PREMERA assets is equal to the
greater of the fair market value of such assets, or, the acquisition price, if such price is determined,
presumably as part of the transaction.'®’ Pursuant to 16 C.F.R. § 801.10(c)(2), the acquisition price
shall include the value of all consideration to be exchanged for PREMERA’s assets. Therefore, the
acquisition price must also include the value of any liabilities assumed. Furthermore, 16 C.F.R.
§ 801.10(c)(3) provides that the fair market value shall be determined, in good faith, by the board
of directors of the ultimate parent entity included within the acquiring person (New PREMERA),
or by an entity delegated that function by such board. The statute further provides that the fair
market value determination must be made as of any day within sixty (60) calendar days prior to the
filing of the notification required by HSR, or, if such notification has not been filed, within 51xty
(60) calendar days prior to the consummation of the acquisition.

For our purposes, the value of the assets can be viewed as the value of the PREMERA. Of
course, that value will be determined as part of the pending review. In any event, given current. 2002
net worth of $389 million and PREMERA s own estimates of 2003 net worth at approximately{

_3'62 there is little question that this test is met.

€. Exemptions

Assuming that the Proposed Transaction is valued in excess of $200 million, PREMERA and
New PREMERA must comply with the notification requircmentS'ofHSR unless the transaction is
exempt pursuant to 15 U.S.C. § 18(a)(c) and 16 C.F.R. § 802.1, et seq. None of the twenty-seven
(27) exemptions provided in HSR are applicable to the Proposed Transaction. :

190 See 15 U.S.C. § 18a(a)}(2)A).
. 18 See 16 C.F.R. § 801.10(b).
'2 Blackstone Valuation and Faimess Repont, supra note 35, at 34 [CONFIDENTIAL).
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f. Compliance

Because the Proposed Transaction will almost certainly be valued in excess of $200 million,
both the acquired person (PREMERA) and the acquiring person (New PREMERA) must file the
appropriate notice of the transaction with the FTC and the DOJ. Such notice, referred to as the
Notification and Report Form, solicits information that the enforcement agencies use to help
evaluate the antitrust implications of the proposed transaction. In general, the filing parties are
required to identify the persons involved and the structure of the transaction. Reporting parties must
also provide certain documents, such as balance sheets and other financial data, as well as copies
of documents that have been filed with the Securities and Exchange Commission. In addition, the
parties are required to submit certain planning and evaluation documents that pertain to the proposed
transaction. In connection with the filing of required notice under HSR, the acquiring person (New
PREMERA) must pay a filing fee to the FTC of: (1) $45,000 for transactions valued between $50
million and $100 million; (2) $125,000 for transactions valued between $100 million and $500

_million; and (3) $280,000 for transactions valued at $500 million or greater.'s’

Upon filing proper notice, the FTC and DOJ begin their review of the transaction during the
30-day statutory waiting period. Any filing person may request that the waiting period be
terminated before the statutory period expires. Such a request for early termination will be granted
only if: (1) at least one of the reporting parties specifies the request in its filing; (2) all reporting
parties have submitted compliant filings; and (3) the FTC and DOJ have completed their review and
determined not to take any enforcement action during the waiting period.'®

If a reportable transaction is consummated without filing the required prior notification, or
without waiting until expiration of the statutory waiting period, the parties involved may be subject
to civil penalties. HSR provides that any person, or any officer, director, or partner thereof shall be
liable for a penalty of up to $11,000 a day for each day the person is in violation of the act.!®®
Moreover, the enforcement agencies may also obtain other relief to remedy violations of HSR, such
as an order requiring the person to divest assets or voting securities acquired in violation of the
act.'%

g. Substantive Analysis

Assuming that PREMERA complies with HSR’s reporting requirements, the remaining issue
1s whether the Transaction substantially lessens competition or tends to create a monopoly under the

' See 16 C.F.R. § 803.9.

® See 16 C.F.R. § 803.11 and FTC Formal Interpretation issued August 20, 1982.
1% See 15 U.S.C. § 18(a)(g).

166 ]d
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Clayton Act’s substantive federal antitrust requirements. The Attorney General, in its advisory role,
is devoting substantial attention to a similar issue under applicable state law, as described supra at
I11.C.1.a.(2). The Holding Company Act’s analysis is similar to the Clayton Act’s analysis, under
which representatives of the FTC and DOJ will screen the Proposed Transaction for likely
anticompetitive effects. Typically, conversions, in which the nonprofit company intends to conduct
an IPO after the conversion such as the Proposed Transaction, do not give rise to any competition
concerns because they do not involve a merger of competitors. Immediately post-conversion, the
market concentration, as well as the market shares of the various competitors, will be virtually
unchanged from pre-conversion levels. Although it may be argued that benefits arising from the
Proposed Transaction, including but not limited to a greater access to capital, may allow PREMERA
to compete more aggressively against its rivals, such conduct, in and of itself, would not violate
federal antitrust law, which seeks to protect fair and reasonable competition and not competitors.'®’

In order to mount a successful challenge to the Proposed Transaction, the facts must establish
a showing of some incipient anticompetitive harm to consumer welfare.'® Pursuant to FTC and DOJ
merger guidelines, such requisite injury may be established through a showing that the Proposed
Transaction will likely create, enhance, or facilitate the exercise of “market power” by
PREMERA..'® The FTC and DOJ define “market power” as the ability to profitably maintain prices
above competitive levels for a significant period of time, or the power to depress prices to a level
below the competitive price and, thereby, depress output.'™

Current merger guidelines applied by the FTC and DOJ in evaluating *“market power”
suggest that anticompetitive harm is unlikely to result from the Proposed Transaction. For the
typical horizontal merger, the FTC and DOJ analytical tool of choice is the Herfindahl-Hirschman
Index (“HHI”) of market concentration.'”” Following identification of the subject market, including
its products, participants and geographic area, the HHI index of market concentration is calculated
by summing the squares of the individual market shares of all participants. The HHI is a useful
indicator of likely potential anticompetitive effects because “market power” is known to move in
correlation with market concentration. In evaluating horizontal mergers, the FTC and DOJ consider.
both the post-merger market concentration and the increase in concentration resulting from the
merger as follows:

167 Brown Shoe Co. v. United States, 370 U.S. 294, 320 (1962).

'8 Rebel Oil Co., Inc. v. Atlantic Richfield Co., 51 F.3d 1421, 1433 (9th Cir. 1995).

1 The U.S. Department of Justice and Federal Trade Commission 1992 Horizontal Merger Guidelines.
17 1d.

171 id.
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a) Post-Merger HHI below 1000. Markets in this region are regarded as
unconcentrated. Mergers resulting in unconcentrated markets are deemed unlikely
to have adverse competitive effects and ordinarily require no further analysis.

b) Post-Merger HHI between 1000 and 1800. Markets in this region are regarded as
moderately concentrated. Mergers producing an increase in the HHI of less than 100
points in moderately concentrated markets are deemed unlikely to have adverse
competitive consequences and ordinarily require no further analysis. Mergers
producing an increase in the HHI of more than 100 in moderately concentrated
markets potentially raise significant competitive concerns depending on the status
of other relevant factors.

c) Post-Merger HHI above 1800. Markets in this region are regarded as highly
concentrated. Mergers producing an increase in the HHI of less than 50 points in
highly concentrated markets are unlikely to have adverse competitive consequences
and ordinarily require no further analysis. Mergers producing an increase in the HHI
of more than 50 points in highly concentrated markets potentially raise significant
competitive concerns depending upon the status of factors such as those identified
in the paragraph above. Where the post-merger HHI exceeds 1800, it will be
presumed that mergers producing an increase in the HHI of more than 100 points are
likely to create or enhance market power or facilitate its exercise. This presumption -
may be overcome by a showing that other factors make it unlikely that the merger
will result in an anticompetitive harm. '

It is important to note that the legislative history of the Clayton Act indicates that it was
enacted to prevent trends toward market concentration which may substantially lessen
competition.'” Therefore, in evaluating the likelihood of post-merger anticompetitive effects, the
merger guidelines summarized above focus on post-merger increases in the HHI. This suggests that
the FTC and DOJ may not challenge the Proposed Transaction because it will create no post-merger ..
increase in the HHI. However, the FTC and DOJ guidelines do not totally foreclose the possibility
of finding an antitrust violation when there is no post-merger increase in the HHI. An argument may
be made that other factors so strongly indicate the likelihood of anticompetitive harm, that the FTC
and DOJ should be moved to challenge the proposed merger, even though the Transaction is
structured so as to bring about no post-merger increase in the HHI.

In addition to the HHI, other relevant factors discussed in the FTC and DOJ merger
guidelines include: (1) the likelihood or history of collusion in the market; (2) the ease of
competitor entry into the market; (3) the market efficiencies created by the merger; and (4) whether
one of the participants in the merger is a “failing firm.” It is also important to note that in addition
to the factors considered by the federal agencies, the National Association of Attorneys General

1 Brown Shoe Co. v. United States, 370 U.S. 294 (1962).
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include two additional inquiries when evaluating horizontal mergers: (1) whether the merger
involves a market leader; and (2) the presence of powerful or sophisticated buyers.'” Analysis of
the HHI and the six additional economic factors in the PREMERA conversion is beyond the scope
of this Final Report. However, unless each of these factors, and perhaps others unique to the subject
market, point strongly toward the likelihood of anticompetitive harm, it is unlikely that the FTC or
DOJ will challenge the Proposed Transaction.

D. Fairness to Policyholders, Providers, and Public

Asdiscussed supraatsectionII1.C.1.a, the Holding Company. Acts require the Commissioner
to evaluate six potentially disqualifying factors with respect to a change of control. The
Commissioner is required to approve the Transaction unless he makes one of the following
fact-findings: (1) after the change of control, the domestic health carrier would not be able to satisfy
a domestic health carrier’s registration requirements; (2) there is substantial evidence that the
acquisition would substantially lessen competition or tend to create a monopoly in insurance in
Washington; (3) the acquiring party’s financial condition is such as might jeopardize the health
carrier’s financial stability or prejudice its subscribers’ interest; (4) the plans or proposals that the
acquiring party has to liquidate the health carrier, sell its assets, consolidate or merge it with any
person, or to make any other material change in its business or corporate structure or management
are unfair and unreasonable to the health carrier’s subscribers, and not in the public interest; (5) the
competence, expenience, and integrity of those persons who would control the health carrier’s
operations are such that it would not be in the interest of the health carrier’s subscribers, and of the
public, to permit. the acquisition of control; or (6) the acquisition is likely to be hazardous or
prejudicial to the insurance-buying public.'”

The first two of these factors relate to licensing and registration requirements and the
Antitrust Inquiry, which already have been discussed supra at section III.C.1. As concluded,
PREMERA is able to satisfy the licensing and registration requirements. Secondly, Dr. Leffler,
consultant for the Attorney General, has advised the OIC that PREMERA ’s market power in Eastern ..
Washington lays the predicate for a potential increase in premium rates. The remaining four factors
are analyzed in this section, because each generally relates to an analysis of the Proposed
Transaction’s fairness to policyholders, providers, and the public, which is a separate assignment
under Stage One of C&B’s Engagement.

1. Impact on Financial Condition

With respect to the third of six potentially disqualifying facts, the Commissioner must
determine whether New PREMERA s financial condition might jeopardize the acquired domestic

'” Horizontal Merger Guidelines of the National Association of Attorneys General.

'™ See supra note 58 and accompanying text.
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health carriers’ financial stability or prejudice their subscribers’ interests.'”” The Transaction’s
potential impact on PREMERA'’s financial condition is the subject of extensive consideration by
other Consultants. The conclusions produced by those analyses are fundamentally instructive as to
the Proposed Transaction’s compliance with this substantive requirement. Some general comments,
however, will serve to place this issue in perspective. :

The Transaction does not involve a third-party acquisition. Therefore, the possibility of a
new parent or affiliate diluting PREMERA’s financial resources is not present in the Proposed
Transaction. Rather, the Proposed Transaction is simply a series of transactions whereby nonprofit
companies are converted into for-profit companies. Substantially all of PREMERA’s assets are
proposed to be conveyed to New PREMERA. The only asset proposed to be conveyed to the
Foundation Shareholder or the Charitable Organizations is New PREMERA’s stock. Of course, the
Transaction itself will also entail significant costs, but these are not expected to be material to
PREMERA's financial viability. The conversion will also impose upon New PREMERA recurring
and continuing costs inherent in operating as a publicly-traded company, which, as noted by
Blackstone[ . PROPRIETARY MATERIAL REDACTED -"]”6 They are in addition to the one-time cost
of “going public” that are also likely to be substantial. In the aggregate, these initial and ongoing
conversion costs are not expected to impair PREMERA s financial viability, but they will constitute
material increases in operating costs. Of somewhat greater concemn is the possibility that the
Transaction may impose substantial new liabilities on New PREMERA.

PREMERA’s premium tax obligation in Alaska will increase from two percent to 2.7
percent. Moreover, key among the possible new liabilities are potentially adverse federal income
tax consequences. PREMERA has not been exempt from federal income taxes since 1987 and has
never been exempt from Washington state taxes.'”” However, in 1987, when Congress revoked the
availability of tax exemptions to BCBS plans under LR.C. § 501(c), it did provide certain other
favorable tax treatment for those plans, such as certain deductions and favorable treatment of
uneamed premium reserves under I.LR.C. § 833(b). But, the continued availability of those benefits
is subject to a condition that the company not experience a material change in operations or
structure.'” Preliminary indications are that the loss of these benefits would be a materially adverse
consequence for PREMERA. Rather than being subject to the lower effective tax rate of 20 percent,
PREMERA will be subject to the typical effective corporate federal income tax rate of 35 percent

"5 RCW 48.31C.030(5)(a)(ii)(C)(I); see RCW 48.31B.015(4)(a)(iii) (substituting “policyholder” for
“subscriber” under the IHCA).

' Blackstone Valuation and Faimess Report, supra note 35, at 7 [CONFIDENTIAL].
'7 Per PREMERA’s management.

I 1 R.C. § 833(c)(2)(C).
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if these benefits are lost.'” However, PREMERA has AMTs, NOLs, and other deferred tax items
that can be used temporarily to offset the higher effective tax rate if the. IRS determines that
PREMERA has experienced a material change in operations.'®® Nonetheless, these credits will
expire in 2007 according to projections, and thus, PREMERA could be subject to these higher

effective tax rates at that time.'®'

Although PREMERA’s tax consultant, Emest & Young (“E&Y”), has provided a “more
likely than not” draft short-form opinion indicating that the Transaction will not result in such a
material change,'® PREMERA has refused to provide a substantive opinion underlying the draft
opinion, otherwise referred to as a “long-form opinion.” Moreover, PwC has suggested that a “more
likely than not” tax opinion may be viewed as a low level of assurance for a transaction of this
type.'® Despite the opinion provided by E&Y, PwC states that the risk of PREMERA being deemed
by the IRS to have experienced a material change is significant.'® This is a point of substantial
concem due to the uncertainty surrounding this issue, the lack of direct authority, the view of the
IRS, and the unavailability of a stronger opinion by E&Y.'# Therefore, the Commissioner does
have sufficient evidence on the record to make a finding that the Proposed Transaction is not in the
public interest on this basis. The Consultants conducted an analysis of the potential magnitude of
the possible adverse tax consequences and the effect, if any, that they would have on New
PREMERA’s financial condition. PwC has indicated that those effects are material as evidenced
by the deductions PREMERA has taken over the last few years totaling $32 million in 2002, $50
million in 2001, $50 million in 2000, and $30 million in 1999.'* Although PREMERA has noted
that any potential tax liability would not be passed on to subscribers,'* there is no assurance of this
fact. Furthermore, such a material change may also materially affect New PREMERA’s value, as
noted by Blackstone.'®® The effect of the loss of the I.R.C. § 833 deduction will be an immediate
and continuing increase in tax liability reported on PREMERA’s GAAP financial statement (even

1 pwC Tax Report, supra note 33, at 14 [CONFIDENTIAL].
180 14 [CONFIDENTIAL].
8 d. [CONFIDENTIAL].

'8 14 [CONFIDENTIAL].

® Jd. at 12 [CONFIDENTIAL).

% Jd. at 15 [CONFIDENTIAL).

'8 Jd. at 14-15 [CONFIDENTIAL].

% 14 at 13 n.9 [CONFIDENTIAL].

'8 /4 at 12 [CONFIDENTIAL].

'8 Blackstone Valuation and Fairness Report, supra note 35, at 9 [CONFIDENTIAL)].
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if offset temporarily by the utilization of other favorable tax measures). PwC has also identified
other tax provisions that may be triggered as a result of the Transaction; however, those are either
immaterial, or PREMERA has more authority to support its position that those tax provisions will
not be triggered.'*

In addition, PREMERA contemplates that the Foundation Shareholder should be liable for
any tax consequences resulting from the Transaction pursuant to the terms of the Indemnification
Agreement.'”® The faimess of the Indemnification Agreement is described in greater detail infra at
section IV.C.1.f; however, it is worth mentioning that imposing the burden of these tax
consequences exclusively on the Foundation Shareholder is fundamentally unfair to the public.

Overall, the Commissioner has sufficient evidence on the record to consider, in deciding
whether to disapprove the Transaction, the expected material adverse financial consequences,
consisting mainly in increased costs or liabilities, such as the rise in Alaska premium taxes, the
increase in operating costs, and the potential loss of the benefit of LR.C. § 833(b).

2. Fairness and Reasonableness of PREMERA’s Proposal

As to the fourth potentially disqualifying fact, the Commissioner must determine whether
New PREMERA s plans to sell assets, consolidate or merge with any person, or to make any other
material change in its business or corporate structure or management are unfair and unreasonable
to
subscribers or policyholders, and not in the public interest.'”” Overall, this factor involves the
analysis of many different facets of the Proposed Transaction. As a starting point, the standard by
which this determination is to be made should be considered. . Additionally, due to this factor’s
heavy emphasis on the public interest, an analysis of the meaning of “public interest” is appropriate
as a further preliminary step. This determination entails the use of various principles of statutory
construction, such as the ordinary meaning of the term, policy considerations, and the doctrine of
in pari materia. In due course, this factor of the Holding Company Acts also requires an analysis
of the impact of the Proposed Transaction on availability, accessibility, and affordability of health
insurance, including negative financial impacts on subscribers, policyholders, and providers, and
the consequences for uninsured and underinsured populations. Lastly, this factor also delves into
greater detail into management’s due diligence obligations."

'8 PwC Tax Report, supra note 33, at 3-7 [CONFIDENTIAL].

1% See PREMERA Answers Consultant Exhibit B Questions, at 0030092 (Feb. 10, 2003) (on file with C&B)
(stating that PREMERA considers the scope of the Indemnification Agreement “to require the Foundation Shareholder
to indemnify PREMERA from the potential loss of the I.R.C. § 833(b) deduction or other future tax liabilities as a result
of the loss of an existing tax status”) [CONFIDENTIAL].

191 See RCW 48.31C.030(5)(a)(ii)(C)(1I); see also 48.31B.015(4)(a)(iv).
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a. Balancing Test, Ordinary Meaning of Public Interest, and Policy
Considerations

As a practical matter and general proposition, in making a determination as to whether the
Transaction 1s unfair and unreasonable to subscribers or policyholders, and not in the public interest,
the Commissioner may elect to balance the Transaction’s anticipated adverse consequences to the
subscribers, policyholders, and the public with the Transaction’s potential benefits. This balancing
test has been recognized implicitly by the Supreme Court of Kansas under a statute substantially
similar to the Holding Company Acts.'*?

Additionally, reference should be made to the ordinary meaning of the terms “unfair,”
“unreasonable,” and “public interest,” because these terms are undefined within the Holding
Company Acts.'” All three terms are in common usage and have accepted meanings. Of course,
unfair is the opposite of fair, and unreasonable is the opposite of reasonable. “Fair” means free from
favor toward either or any side.'* “Fair implies an elimination of one’s own feelings, prejudices,
and desires, so as to achieve a proper balance of conflicting interests.”'” “Reasonable” means
“being in accordance with reason.”"® According to BLACK’S LAW DICTIONARY, “public interest”
is “something in which the public as a whole has a stake.”””” The ordinary meanings of the
undefined statutory terms may be of limited assistance, but suggest that the requirement that New
PREMERA’s plans not be unfair and unreasonable to subscribers or policyholders, and not in the
public interest,'”® requires that any purported benefits of the Transaction o the company must not,
on balance, prejudice subscribers or policyholders, and the public. That is, any purported benefits
to subscribers, policyholders, and the public, must be balanced against any negative effects to those

"2 The Insurance Commissioner can “balance” the insurer’s business interests with the public interest in
determining that the policy of protecting the public interest outweighs any of the potential positive effects on the
insurer’s business interests. See Blue Cross and Blue Shield of Kansas, 2003 Kan. LEXIS 481, *52-53. The Insurance
Commissioner did not improperly shift the burden of proofto the applicant by merely weighing the evidence and finding
that the Insurance Commissioner’s consultant’s evidence was more weighty and persuasive than that of the applicant.

Id. at *85.

'" See State v. Smith, 117 Wash. 2d 263, 271, 814 P.2d 652, 655 (1991) (stating the Washington Supreme
Court’s rule that “[w]ords are given the meaning provided by the statute or, in the absence of specific definition, their
ordinary meaning”).

" MERRIAM WEBSTER'S COLLEGIATE DICTIONARY 417 (10th ed. 1994) (discussing synonyms under
definition of “fair”).

% Jd. (emphasis added).

1% Jd at974.

"7 BLACK’S LAW DICTIONARY 1244 (7th ed. 1999).

% See RCW 48.31C.030(5)(a)(ii)(C)(II); see also 48.3 1B.015(4)(a)(iv).
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constituencies, to determine whether, overall, they will be prejudiced as the result of a transaction
that the converting company believes to be in its best interest or in the best interest of management.

It is worth noting that the Commissioner’s evaluation of whether the Proposed Transaction
1s unfair and unreasonable to subscribers or policyholders, and not in the public interest, is not
limited by the business judgment rule. Under the business judgment rule, a court will not substitute
its judgment for management’s judgment, as long as appropriate procedures and expert assistance
were used.'” However, the business judgment rule applies to a determination of the circumstances
under which an officer or director may be liable for the adverse consequences of his or her conduct,
but does not address whether such conduct was in the public interest.?® “While the business
judgment rule reflects a judicial policy of declining to substitute a court’s judgment for that of a
corporation’s directors . . ., that policy has no application to allegations that a public benefit
corporation has abandoned any charitable purpose and has pursued private, rather than public,
interests.”**' Similarly, while courts typically do not interfere with internal corporate matters, such
a policy is inapplicable when “the legislature has specifically given the Attorney General and the
court’s authonty and responsibility to ensure that nonprofit public benefit corporations operate in
the public interest and not for private gain.”*” For example, Tennessee’s public policy, as expressed
by the legislature, is that intervention in these situations is appropriate because “the public interest
is involved and the activities involved are not merely ‘internal corporate matters.”?> Additionally,
in a nonprofit corporate context, several courts have indicated that “the modern trend is to apply
corporate, rather than trust principles, in determining the liability of the directors of charitable
corporations because their functions are virtually indistinguishable from those of their “‘pure’
corporate counterparts.”®  Although a nonprofit board is governed generally by corporate law
principles, if a nonprofit corporation’s nonprofit purpose or structure will be significantly altered,

'® See Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946, 954 (Del. 1985) (stating *[a] hallmark of the
business judgment rule is that a court will not substitute its judgment for that of the board if the latter’s decision can be
‘attributed to any rational business purpose’™) (citing Sinclair Qil Corp. v. Levien, 280 A.2d 717, 720 (Del. 1971)); see
also Smith v. Van Gorkom, 488 A.2d 858, 872 (Del. 1985) (discussing the limits to the protection afforded management
by the business judgment rule).

™ See Summers v. Cherokee Children & Family Servs., Inc., No. M2001-00880-COA-R3-CV, 2002 Tenn.
App. LEXIS 699, at *108-09 (2002).

201 1d

22 1d at *109.

203 1d

* O'Donnell v. Sardegna, 646 A.2d 398, 408 (Md. 1994) (citing Stern v. Lucy Webb Hayes Nat'l Training
Sch. for Deaconesses & Missionaries, 381 F. Supp. 1003, 1013 (D.D.C. 1974)); see aiso Blue Cross & Blue Shieid of
Mich. v. Baerwald:, 361 N.W.2d 742, 748 (Mich. Ct. App. 1984) (holding that the Insurance Commissioner could not

merely substitute her judgment for that of a Blues plan’s board of directors but rather, under the applicable statute, could
only disapprove rates which were “unfair or unreasonable™).
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then that decision seems to be governed by a stricter charitable trust law standard.?® A charitable
corporation has the power to amend purposes to the extent that the new purposes are not inconsistent
with the corporation’s original purpose.?® “The line of demarcation at which point the courts will
interfere with the discretion of those governing a public charity reasonably is the point of substantial
departure by the governors (or Board) from the dominant purpose of the charity. . ..”*’ Clearly, the
Transaction would mark a significant departure from PREMERA ’s historical structure and public
benefit purpose. Similarly, in the attempted conversion of the Kansas BCBS plan, the Kansas
Supreme Court noted that although the Insurance Commissioner could not “get involved in the
board’s management decisions [she could] deny an acquisition based on their management decisions

because of her authority pursuant to the acquisition statute, e.g., when it is not in the public

interest.”?%

While Washington law does not promulgate a test for whether the Transaction is unfair and
unreasonable to subscribers or policyholders, and not in the public interest, the ordinary meaning
of those terms, along with the foregoing policy considerations in protecting the public, require an
analysis of PREMERA'’s substantive decisions. As a practical matter, the Commissioner must
balance the Transaction’s anticipated benefits against its expected adverse consequences' for
policyholders, subscribers, and the public. As part of this analysis, the Commissioner should
certainly consider PREMERA’s arguments in support of the Proposed Transaction, as well as
contrary submissions by other parties.

b. Comparison of Public Interest Under the Holding Company Acts to
Statutory Requirements and Policy Concerns of Acquisitions of
Nonprofit Hospitals in Washington

In addition to the ordinary meaning of the “public interest,” the Commissioner may, under
the statutory construction principle of in pari materia, look to any other Washington statutes that

% Robert A. Boisture & Douglas N. Varley, State Attorneys General's Legal Authority to Police the Sale of
Nonprofit Hospitals and HMOs, 13 EXEMPT ORG. TAX REV. 227, 228 (1996) (*While charitable corporations are not
treated as trusts for all purposes, courts and commentators have taken the position that the assets of a charitable
corporation are impressed with a charitable trust limiting the purposes for which they can be used to the purposes of the
corporation as those purposes were defined at the time the assets were given.”).

% See Antorney Gen. v. Hahnemann Hosp., 494 N.E.2d 1011, 1020-21 (Mass. 1986) (stating that the new
charitable purposes must be “similar and not contradictory” to the old chantable purposes, to protect the public from
having the funds applied to any charitable purpose).

7 Taylor v. Baldwin, 247 S.W.2d 741, 750 (Mo. 1952).

2 Blue Cross and Blue Shield of Kan., Inc., 2003 Kan. LEXIS 481, *41,
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relate to the same subject matter and are not inconsistent with the Holding Company Acts.?” {
Arguably, RCW Chapter 70.45 (“Acquisition of Nonprofit Hospitals”), which sets forth -
requirements applicable to a nonprofit hospital’s conversion, relates to the same subject matter as

the Holding Company Acts. RCW Chapter 70.45 expresses the public interest as follows:

The health of the people of our state is a2 most important public concern. The state
has an interest in assuring the continued existence of accessible, affordable health
care facilities that are responsive to the needs of the communities in which they exist.
The state also has a responsibility to protect the public interest in nonprofit -
hospitals. . . .?'°

In light of the foregoing expression of the public interest, the legislature has given content
to the meaning of “the public interest,” by requiring that an acquisition of a nonprofit hospital by
a for-profit entity not be approved unless there is a determination that, inter alia:

(1) Sufficient safeguards are included to assure the affected community continued
access to affordable care, and that alternative sources of care are available in the
community should the acquisition result in a reduction or elimination of particular
health services; [and] . . . (4) [t]he acquiring person and parties to the acquisition are

~committed to providing health care to the disadvantaged, the uninsured, and the
underinsured and to providing benefits to promote improved health in the affected
community. Activities and funding provided under RCW 70.45.070(8) [i.e., the
statute requiring that the value of nonprofit hospital charitable assets be safeguarded
and used for appropriate charitable health purposes] may be considered in evaluating
compliance with this commitment.!!

It may be argued that the subject matter of RCW Chapter 70.45 is not sufficiently related to
the Proposed Transaction to warrant its application under the doctrine of in pari materia. But, to
the extent that both matters concern nonprofit health care entity conversions, the doctrine may
indeed be applicable. Moreover, whether or not applicable under the doctrine of in pari materia,
the statute does articulate an important public policy of the State of Washington. Because the health
of the people of Washington is a most important public concern, the state, acting in parens patriae
through its agent, the Commissioner, has an interest in assuring the continued availability of
accessible and affordable health insurance. Much as in the nonprofit hospital context, the public

*® See Hallauer v. Spectrum Props., Inc., 143 Wash. 2d 126, 146, 18 P.3d 540, 550 (2001) (holding that where
statutes relate to the same subject matter, they are “‘to be read together as constituting a unified whole, to the end that
a harmonious, total statutory scheme evolves which maintains the integrity of the respective statutes’”) (citing State v.
Wright, 84 Wash. 2d 864, 867, 529 P.2d 453, 457 (1974)).

7% RCW 70.45.010.

21 RCW 70.45.080(1), (4).

Confidential Information — Not to be Distributed to the Public Except in Compliance with the Orders of the
Washington State Commissioner of Insurance — Final Report of Cantilo & Bennett, L.L.P., Page 64



interest (including the interests of subscribers and policyholders), which the Commissioner should
determine are not impacted adversely, includes, inter alia, the following: (1) whether affordable
health insurance is accessible; (2) whether alternative sources of affordable health insurance are
available in the community if there is a reduction or elimination of any particular health insurance
offerings; (3) whether health insurance will be provided to the disadvantaged, the uninsured, and the
underinsured; and (4) whether benefits will be provided to promote improved health in the affected

community.

c. Availability of Accessible, Affordable Health Insurance

The Commissioner must consider the Transaction’s likely effect on the availability of
accessible, affordable health insurance to determine whether the Transaction is unfair and
unreasonable to subscribers or policyholders, and not in the public interest.?’> This consideration
entails at least two distinct, but closely related, elements: (1) the extent to which PREMERA’s
products will result in a negative financial impact for subscribers or policyholders as a result of the
Transaction; and (2) the extent to which, as a result of the Proposed Transaction, New PREMERA
will reduce or change the products it offers, particularly in impaired markets. PwC'’s reports will
focus extensively on these issues.

(1) Negative Financial Impact for Subscribers or Policyholders

As a general matter, it should be observed that PREMERA appears to contemplate becoming
publicly traded immediately, or shortly, after its conversion. This intent presents important
implications for this faimess analysis. Axiomatically, a publicly-traded company must strive to
fulfill its stockholders’ expectations. Failing to do so may result in material declines in its stock’s
trading price, which, in turn, eventually creates préssure to change the management and/or the board
of directors. Key among stockholder expectations are the company’s profits from its operations
(the “operating margin”). For a company like PREMERA, the operating margin can be understood
to consist of the ratio of underwniting profits (the portion of total premiums left after paying claims
and administrative expenses) to total premium revenue.?> [

PROPRIETARY MATERIAL REDACTED

jln}ecent history, PREMERA 's operating margin has been approximately one percent,

22 Cf RCW 70.45.010 (explaining that the state not only has an interest in accessible, affordable health care
facilities, but also a “responsibility 1o protect the public interest 1n nonprofit hospitals™). '

23 Deliberately excluded from this calculation are retumns on invested assets (investment income), because
those are not attributable to insurance operations, but rather 1o investment strategies typically not unique to the insurance
industry.

24 PREMERA, Board of Directors Meeting, at 0037102 (Jan. 24, 2002) (as presented at the Feb. 6, 2002,
Meeting) (on file with C&B) [CONFIDENTIAL].
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as opposed to the median of approximately four percent for publicly-traded companies.?’* It is not
unreasonable to conclude that a converted, for-profit company like New PREMERA, contemplating
an IPO, would feel pressure to improve these operating results in order to attract investors in its
offering or, perhaps more importantly, to increase its value prior to secondary offerings[

PROPRIETARY MATERIAL REDACTED
J
An improvement in operating margins, logically, can occur in only two ways: increase
revenues or reduce expenses. Increasing revenues for the purpose of improving operating margins
can, in turn, be accomplished in two ways: raise premiums generally or increase relatively more
profitable business (or, conversely, reduce the amount of business that is unprofitable, or relatively
less profitable). Clearly, either measure can have materially adverse consequences for subscribers,

policyholders, and the public. With respect to potential premium increases, PREMERA will most
probably be pressured to raise rates for those products in which it has not historically maximized the

premiums charged to customers. Thus, PREMERA will most likely direct any potential rate

increases to those markets in which it has a dominant share with little competition in order to
minimize the effects on its market share while maximizing profitability. From a business standpoint,
PREMERA would probably be willing to lose market share to the extent that the overall profitability
of the company increases. PwC has indicated that PREMERA has a dominant market share in
Eastern Washington, capturing approximately{_ ]percent of the overall market.’® PREMERA’s
market share in Eastern Washington by line of business approximates[ percentr_ ;k)ercent, and

percent, for individual, small group, and large group business, respectively. PwC has
determined that the individual and regulated small group product lines in Eastern Washington would

be affected the most significantly requiring rate increases of between[ ]to\-_ _percent and[ ]
to[ _]percent, respectively, to meet target expectations.”® Moreover, PREMERA has not
historically maximized the premiums that it could charge in those markets. Rather than merely
increasing premiums, PREMERA might increase more profitable business if it could do so in order
to improve its operating margin. But, as a practical matter, it would be far too difficult to increase

5 See PBC, Performance and Outlook Meeting: Being a Public Company, at 0017127 (Sept. 25, 2002) (on
file with C&B) (stating that, while the median public company operating margin is 3.8 percent, PREMERA had
improved from one percent to three percent) [CONFIDENTIALY].

#1® PREMERA, Board of Directors Meeting, at 0037102 (Jan. 24, 2002) (as presented at Feb. 6, 2002, Meeting)
(on file with C&B) [CONFIDENTIAL).

27 Id at 0037112 [CONFIDENTIAL].
#® PwC Economic Impact Report, supra 31, at 35 [CONFIDENTIAL].
9 1d. at 35 (Table 5-5) [CONFIDENTIAL].

2 J4 at 97 [CONFIDENTIAL].
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profitable business. Alternatively, PREMERA could decrease unprofitable business by exiting
unprofitable markets and product lines. Obviously, if PREMERA exited such markets or product
lines, then those subscribers and policyholders would be affected adversely as described infra at
I11.D.2.c.(2).®*' At this point, it is worth mentioning that PREMERA implies that the Transaction
would tend to have a moderating effect on premiums, because it would enable PREMERA to access
capital through the equity markets rather than “charging more for services and/or paying less for
third-party vendor services.””? However, PREMERA has provided no use for the additional capital
that would result in the moderation of the increase in premium.

Secondly, reducing expenses can also generally be accomplished in two ways: reducing  proprieTARY MATER
sales, general, and administrative (“SG&A”) expenses, and/or reducing claims expenses. Notably
for example, PREMERA’s SG&A expenses as a percentage of revenue estimated for 2003 was[ j
percent, as compared to a mean o ercent for public companies.” It is not unreasonable to
conclude that New PREMERA will be pressured to reduce its SG& A expenses. Arguably, reducing
SG&A expenses can be accomplished without adverse consequences to subscribers, policyholders,
and the public. In the Overview of New PREMERA Operations and Strategy and Rationale for
Conversion (the “Business Case””), PREMERA states that its “financial goals include improving its
margin over time through realization of administrative efficiencies,””* even if PREMERA remains
anonprofit company. Forexample, PREMERA might increase the efficiency ofits operations. This
begs the question as to the necessity of converting from a nonprofit company to a for-profit company
if administrative efficiencies will be sought whether or not the Proposed Transaction occurs. There
is no evidence that PREMERA would generate greater administrative efficiencies with additional
capital than it would without additional capital. In fact, PREMERA stated that the proceeds from
the IPO would be “invested primarily in short-term and medium-term fixed income securities.”??
Contrary to the foregoing stated uses, PREMERA has also suggested that the additional capital
could be used for technological capital expenditures. However, as will be shown infra at section
1I1.D.2.d, this suggestion should not be given much weight.

REDACTED

Conversely, reducing SG& A expenses might have a materially adverse effect on subscribers,.
policyholders, and the public, because New PREMERA might reduce SG&A expenses simply by

22 Although this method of improvement actually decreases revenues, it does increase the overall operating
margin.

22 Business Case, Form A: Exhibit E-7, supra note 4, at 27 [CONFIDENTIAL).

¥ Blackstone Valuation and Faimess Report, supra note 35, at 43 [CONFIDENTIAL]. PBC, Performance
and Outlook Meeting: Being a Public Company, at 0017127 (Sept. 25, 2002) (on file with C&B) (stating that the median
SG&A expenses for comparable companies was 14.5 percent) [CONFIDENTIAL).

2 Business Case, Form A: Exhibit E-7, supra note 4, at 28 [CONFIDENTIAL].
5 Capital Uses, at 0035342 (April 25, 2003) (on file with C&B) [hereinafter “Capital Uses”]
[CONFIDENTIAL].
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reducing the quantity or quality of services to claimants and members. To avoid the conclusion that
the improvement will come at the expense of policyholder services, PREMERA must demonstrate
how it can become more efficient without sacrificing the interests of subscribers, policyholders, and
the public. Otherwise, the Commissioner may conclude that subscribers will be adversely affected

in this manner.

With respect to the reduction of claims expenses, New PREMERA might enter into more
favorable agreements with health care providers, thereby reducing the cost of care (and, therefore,
claims expense) without an adverse impact on subscribers, policyholders, and the public. But the
obverse is also true, in that reducing the cost of care might have materially adverse effects on
subscribers, policyholders, and the public. For example, PREMERA may reduce claims expense
by paying fewer claims (i.e., reducing the scope of coverage or “rationing” care more aggressively).
Moreover, New PREMERA might seek a reduction in provider compensation agreements, which
may not negatively affect subscriber or policyholder premiums, but may cause an exit of providers
from the Washington market, thereby reducing the quality or quantity of care. The Business Case
implies that, on the contrary, the Transaction will have a moderating effect on pressure to cut
provider payment levels. However, no evidence has been provided to support this assertion.

Given the foregoing, analysis of the Proposed Transaction necessarily will require evaluation
of the degree to which New PREMERA is likely to be compelled to enhance operating margins. In
turn, the analysis will have to encompass how such enhancements can be achieved. To be sure,
these issues will come as no surprise to PREMERA. In various presentations to management,
Goldman Sachs (“Goldman”) indicated that the value drivers of New PREMERA, as a public
company, would include, among other factors, administrative expense ratios, operating margins, net
income margins, and medical loss ratios.?® Moreover, a “spread of premiums over costs is an
important driver,” because “health insurance stocks rise when premiums exceed cost trends.””’ In
a Morgan Stanley presentation to PREMERA, Morgan Stanley suggested that one of the supposed
benefits of being a public company was that PREMERA will have its “feet to the fire.”?
PREMERA has acknowledged that the advantages of remaining a nonprofit company are that there
are “no shareholders,” and management can “focus on the long term.”” On the other hand,
PREMERA, as a nonprofit company, need not satisfy shareholder pressures of making short-term
profits. Unlike a for-profit corporation, there are no shareholders with the power to remove the

¢ See, e.g., Goldman Presentation to PBC: Regarding Value Drivers, at 0017141 (Oct. 6, 2002) (on file with
C&B); Goldman, Presentation to PREMERA: Regarding the IPO Process and Managing a Public Company, at 0024928
(Aug. 9,2002) (on file with C&B) [BOTH CONFIDENTIAL].

7 Goldman, PBC: Mock Presentation to Investors, at 0017309 (Oct. 6, 2002) (on file with C&B)
[CONFIDENTIAL].

* Morgan Stanley, PREMERA, at 0017250 (Oct. 2002) (on file with C&B) [CONFIDENTIAL].

# PREMERA, Board Retreat: Capital Planning Options, at 0016917 (Sept. 9, 2001) (on file with C&B)
(listing other advantages such as “[pJublic perception” and “[n]o distraction of conversion”) [CONFIDENTIALY].
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board due to unmet profit expectations. Although PREMERA ’s management has stated that it
currently maximizes profit, failure to do so would not result in the removal of the board or
management. Nothing puts one’s “feet to the fire” more than the threat of the loss of employment,
especially employment that provides lucrative compensation.

PwC has analyzed PREMERA’s financial results on a historical basis and projected basis,
and has compared those results to PREMERA’s target financial results. PwC’s analysis supports
the foregoing discussion regarding shareholder pressures. Prior to delving into PwC’s analysis, an
explanation of the difference between PREMERA s projected financial results and target financial
results 1s required. Projected financial results, typically, refer to a company’s expected financial
performance over, generally, a three- to five-year period as provided by management. Target
financial results, on the other hand, are typically management’s ideal financial results. Projections
may be in line with targets, but conversely, projections could be above or below targets. Projections,
however, do not necessarily reflect a maximization of profits. Without accurately defined target
operating margins, projections do not clearly reflect opportunities to maximize profits. Projections
without these clear targets tend to project key variables in the aggregate, rather than appropriately
focusing on each individual sub-component of business. In addition, ability to develop strategic
initiatives is impaired. Projections could appear conservative or even inconsistent with acompany’s
operational plan to achieve maximum profits. With respect to PREMERA s projections, the latter
seems to be the case. Therefore, an analysis of PREMERA s target financial results, is appropriate
under the circumstances.

PREMERA’s target operating margin for its individual business is approximatel)[ j
percent.” PwC has determined that PREMERA, historically, has not achieved its target operating

margin for its individual business; however, the individual business was relatively profitable in. 2000 PROPRETARY MATERIAL

and near break even over the past two years.”?! Regardless, the difference between the historical
operating margins of the individual business and target levels still seem to be very significant.*2
PREMERA s targeted operating margin for the small group businessis| ~ Jpercent.?® In the small
group business of Eastern Washington, PREMERA has experienced losses in its operating margin
over the past six years.”® On the other hand, in Western Washington’s small group business,

¥ PwC Economic Impact Report, supra 31, at 56 [CONFIDENTIALY).
»! Jd at 57-58 [CONFIDENTIAL].

22 14 [CONFIDENTIAL].

2

o)

* Id. at 58 [CONFIDENTIAL).

B4 Jd. at 59 [CONFIDENTIALY].
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operating margins for the individual business line have been on target for the past six years.”*
Despite the success of Western Washington, small group business in Washington overall has not met
targeted expectations due to the losses in Eastern Washington.®® PREMERA’s target operating O NETARY MATERIAL
margins for large businessis _Jpercent.*” PREMERA s large group account has ranged between ~ REDACTED

a[ ]percent loss to a[ ]percent gain over the past six years.”® Large group business in Eastern

Washington has achieved targeted operating margins for the last two years, but under-performed

from 1997-2000.%° ‘ ‘

—

PROPRIETARY MATERIAL REDACTED

ijC has developed a model
that estimates the level of change in premium and/or provider payments required in order for
PREMERA to meet target operating margins and to match profitability of comparable for-profit
publicly-traded health insurance companies.**® The model shows the areas in whichPREMERA will
be able to affect premiums and costs due to market power.?* The model assumes that PREMERA
will not be able to affect premiums and costs by amounts greater than market trends in those areas
where PREMERA does not have market power.?*® Furthermore, the model takes into account.the
loss of enrollment due to increased premiums, but as indicated, this loss is less significant in

B3 Jd. [CONFIDENTIAL).
B¢ Id. at 60 [CONFIDENTIAL).
7 Id. [CONFIDENTIAL].
% Jd. [CONFIDENTIAL)
% Id. at 61 [CONFIDENTIAL].
0 Id. at 66 [CONFIDENTIAL).

%! Jd [CONFIDENTIAL].

2

Y

2 Jd. at 67 [CONFIDENTIAL].

2

a

? 1d. at 87 [CONFIDENTIAL).

4 Id. at 89 [CONFIDENTIAL).

2

'Y

* I1d. [CONFIDENTIAL).
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counties where PREMERA has market power.**® That is, the lack of competition limits the ability
for members to switch insurers, although some members may drop coverage altogether.?*’ Although
PREMERA will be below target for each of its lines of business, PREMERA’s market power will
primarily affect the individual and regulated small group business because members of the
small/mid-size group business and large group business typically have greater bargaining power and
alternative options such as self-insurance.

Proprietary Material
Redacted

1" This results in premium rates of over $300 per person per month for
members in these lines of business by 2007.%° [

Proprietary Material
Redacted

/
?

‘ . The total number of members in the individual and
small group markets would be between 97,000 to 98,000, or approximately 17 percent of projected
enrollment.”’ :

Proprietary Material
Redacted

¢ Id at 90 (describing the use of the measure known as “clasticity” to determine the number of members who
switch insurers or drop coverage) [CONFIDENTIAL].

%7 Id. at 89 [CONFIDENTIAL].
% /4. at 92 [CONFIDENTIAL].
¥ 14, [CONFIDENTIAL].
%0 14 [CONFIDENTIAL],

»! Id. at 97 [CONFIDENTIALY].

2

I

? Jd. [CONFIDENTIAL).
3 14 [CONFIDENTIAL].

¥ Id. [CONFIDENTIAL].
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Moreover, if PREMERA were to experience “a material change in structure” for purposes
of LK.C. 833(b), then the higher effective corporate tax rate of 35 percent would require additional
increases to offset the lower post-tax operating gain.”® A discussion of the potential tax implications
can be found supra at section II1.D.1. ‘

PREMERA may argue that its projections and targets were developed irrespective of
PREMERA s corporate structure. But, as has been described above, as a nonprofit company, if
PREMERA falls short of investor expectations, there is no shareholder pressure compelling
management to achieve those expectations. In the past, although PREMERA has improved its
profitability, it still has fallen short of target expectations. Yet, rather than trying to take advantage
of certain markets, such as Eastern Washington, where there is less price (premium) competition,
or where it could potentially raise premiums above competitive levels due to market power,
PREMERA has maintained the status quo. Presumably, with shareholder pressure for increased
returns or achievement of certain targets, combined with stock options tied to New PREMERA’s
share price, management will probably not sit idly by and forego these opportunities in the future.
As the Supreme Court of Kansas analogized with respect to the Kansas BCBS conversion, “the
Commissioner is not required to wait until likely future harm to the public appears before locking
the barn door; she may do so now as a preventative.””’ On this basis, the Commissioner has
sufficient evidence on the record to disapprove the Proposed Transaction.

) Effect on the Uninsured and Undennsured

Related to the accessibility, affordability, and availability of insurance are the issues of
whether the Proposed Transaction will have an effect upon the extent to which the disadvantaged,
the uninsured, and the undennsured, will have access to health insurance, and whether bénefits will
be provided to promote improved health in the affected community.*® Arguably, PREMERA has
no independent obligation to assure the adequacy of available coverages for these impaired
populations. But, to the extent that the Proposed Transaction may have an adverse effect on such
availability, it is important to ascertain whether the Transaction will produce salutary balancing
effects. This involves a determination of whether PREMERA’s offering of products designed to
appeal to the uninsured and underinsured, together with the activities that can reasonably be
expected from the consideration to be realized by the Foundation Shareholder, can adequately make
health insurance accessible to Washington's most vulnerable citizens.

5 Id. at 98 [CONFIDENTIAL).

6 Id.at 123 [CONFIDENTIAL].

37 Blue Cross and Blue Shield of Kan., Inc., 2003 Kan. LEXIS 481, at *58.

38 Cf RCW 70.45.080(4) (requiring the acquirer be “commutted to providing health care to the disadvantaged,

the uninsured, and the underinsured and to provid{e] benefits to promote improved health in the affected community”
before the department of health will approve the sale of a nonprofit hospital).
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As shown by PwC, PREMERA will have the ability to increase premiums to achieve target
returns. Assuming that PREMERA does indeed raise premiums due to shareholder pressures, PwC’s |
model also shows that certain members will most probably be compelled to drop coverage or new
enrollment may decline. These consequences as a result of the Proposed Transaction may cause an
increase in the uninsured population or reduce access to health insurance in the communities where
PREMERA has market power. The Commissioner, therefore, has sufficient evidence on the record -
to disapprove the Proposed Transaction on this basis.

Conversely, in areas such as rural Eastern Washington where PREMERA is functionally a
single player, a particular concemn is whether New PREMERA may leave the market if it cannot
realize a sufficient return on investment. PREMERA asserts that it currently bases its business
decisions on the profitability of various markets, and not on other intangible nonprofit motives.
3

PROPRIETARY MATERIAL REDACTED

H1stonca11y, PREMERA has not fully exited unprofitable

, markets though it may have reduced its writings in some cases. With the need to respond to

investor expectations, PREMERA may feel compelled to discontinue unprofitable lines of business

quickly and fully. The Commissioner may cons1der this as an additional factor in deciding whether
to approve the Proposed Transaction.

d. PREMERA’s Arguments in Favor of the Proposed Transaction

As discussed supra at section II1.D.2.a, the Commissioner may elect to balance the negative
consequences expected to be produced by the Transaction against its anticipated positive effects.
PREMERA’s primary argument in favor of the Proposed Transaction is that it will generate
additional capital and thereby increase its RBC ratio. An insurer’s RBC ratio, generally, is an
indication of the insurer’s financial stability and ability to pay future claims, and is expressed as a
percentage of a company’s “Authorized Control Level” (“ACL"). In Washington, as in most states,
certain levels of RBC result in adverse regulatory consequences. An RBC ratio of 200 percent of
ACL is referred to as the “company action level,” which is the minimum level at which there are no
regulatory consequences. This level is commonly viewed as a company’s minimum required RBC
ratio, though many regulators far prefer somewhat higher levels of surplus. Typically, the severity

2% Bven if cross-subsidization is impermissible in the context of utilities rates, the concept is inapplicable in
the context of insurance rates. Blue Cross & Blue Shield of Mich. v. Baerwaldt, 361 N.W.2d 742, 748 (Mich. Ct. App.
1984) (criticizing Blue Cross of Kan., Inc. v. Bell, 607 P.2d 498 (Kan. 1980), which indicates the contrary). The
principle that each class of customers must pay its own way, and that cross-subsidization of classes is unfair and
unreasonable, is drawn from public utility cases, where most rates are based upon what a customer uses, no element of
risk-sharing is involved, and it is easy to conclude that subsidies between classes of customers are unfair. Baerwaldl,
361 N.W.2d at 748. The situation is different in the business of insurance, which “necessarily involves a far more
imperfect assessment of the cost of benefits provided.” Id. Even if the proposition in Bell is valid in Washington, the
Supreme Court of Kansas has distinguished the factual situation in its decision in Bell from a situation involving an
acquisition. Blue Cross and Blue Shield of Kan., Inc., 2003 Kan. LEXIS 481, at *41. '
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of regulatory action increases as the ratio declines, with such action becoming mandatory when the
ratio falls to 70 percent of ACL. An insurer’s RBC ratio may be impacted by various events such
as increased growth or a reduction in profitability. Increased growth can affect the RBC ratio
adversely because additional surplus is required to support the additional policies underwritten. On -
the other hand, decreased profitability will decrease the amount of internally generated capital to
support risk-based policies, and negative profitability may cause a depletion of surplus to fund
operating needs. As a practical matter, an insurer with an RBC ratio of approximately 200 percent
of ACL faces significant risk that these or similar events may cause its RBC ratio to fall below the
200 percent level resulting in regulatory consequences. Conversely, an insurer with a significantly
higher RBC ratio will be less concerned with these events because of the lower likelihood that its
RBC ratio will fall below the 200 percent level.

The Business Case indicates that “continued membership increases will continue to put
downward pressure on the RBC level.”® However, the Business Case also states that the
company’s RBC ratio “continues to remain in the 400 percent range,” which is more than twice the
company action level, and four times the authorized control level, even though, “[s}ince 1999,
PREMERA has experienced significant growth of over 260,000 members.”*' PREMERA has been
able to maintain twice the required statutory surplus level because, “[s]ince 1998, [PREMERA]’s
statutory capital position has increased by nearly $120 million as a result of operating income
contributions to capital.”** Despite PREMERA’s significant growth over the last three years,
achieved with an operating margin of between 0.7 percent to 1.1 percent, PREMERA suggests that
the growth was difficult due to the lack of surplus capital 2* PREMERA asserts, without citing any
specific criteria or providing documentation, that “the BCBSA requires Blue plans to maintain
reserves in excess of state requirements in order to maintain their Blue license.””* There does not
appear to be any basis for this assertion. Washington statutes require an insurer to maintain reserves
of at least twice the authorized control level.?*{ . :

PROPRIETARY MATERIAL REDACTED - 1

¥ Business Case, Form A: Exhibit E-7 supra note 4, at 24.

261 1d

262 ]d

3 14 at27.

24 14 at 26.

%5 RCW 48.05.430(1I)(a).

mr ]at 0020547 (Dec. 12, 2002) (on file with C&B) [hereinaﬁer[
J[CONFIDEN'HAL].
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7 Conversion Messages - The Basics, at 0035659 (May 2003) (on file with C&B) [CONFIDENTIAL].
8 BCBSA RBC Levels, supra note 266, at 0020547 [CONFIDENTIAL).

% Capital Uses, supra note 225, at 0035342 [CONFIDENTIAL).

7 1d [CONFIDENTIAL).

7 14 [CONFIDENTIALY).

32 PBC, Materials Prepared for the Board of Directors: Business Case Review, at 0016855 (May 14, 2002)
(on file with C&B) [CONFIDENTIAL].

3 Capital Uses, supra note 225, at 0035343 [CONFIDENTIAL).
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__]Furthermore there are no regulatory consequences for having an RBC ratio
of less than 375 percent but more than 200 pereent.?™® Clearly, when considering whether the
Transaction is in the public interest, the Commissioner would be justified in not giving significant
weight to PREMERA’s implication that an increased RBC ratio for PREMERA is required, or will
be significantly beneficial for PREMERA.

Assuming arguendo that additional capital is needed, the question remains as to whether
those needs can be satisfied by some other alternative. If additional capital to meet PREMERA’s
supposed needs reasonably can be acquired through some other mechanism, then it follows that less

~ weight should be given to PREMERA’s implication that it needs to become a for-profit company
in order to access additional capital. Blackstone notes that there were alternatives that could have
satisfied PREMERA’s alleged capital requirements.””” These same alternatives have been
considered by PREMERA as discussed infra at section I11.D.2.e. Furthermore, other factors may
be driving management’s decisions, such as the “momentum of Blues conversmns”273 and “political
matters,”” as opposed to substantive business needs. That is, management may be attempting to
convert merely because of a concern that BCBS conversions may not be as prevalent in the future
— thus, perhaps making the conversion process more difficult. As evidenced by the recent wave of
proposed BCBS conversions that have failed such as in Maryland, Kansas, North Carolina, and New
Jersey, PREMERA’s management may already be too late to take advantage of the “momentum of
Blues conversions.” Again, the Commissioner would be justified in giving less welght to
PREMERA's stated reasons for the Transaction due to these factors.

Additionally, PREMERA still has not been able to articulate specifically the technological
expenditures it requires, although it suggests that the additional capital will be used for such

2% pBC, Board Meeting: PREMERA RBC, at 0017489 (May 9, 2001) (on file with C&B) [CONFIDENTIALY].
5 1d at 0017491 [CONFIDENTIAL).

7% pwC Accounting Report, supra 30, at 58 [CONFIDENTIAL].

27 Blackstone Valuation and Faimess Report, supra note 35, at 7 [CONFIDENTIAL].

2 pPREMERA, Board Retreat: Capital Planning Options, at 0016922 (Sept. 9, 2001) (on file with C&B); PBC,
Officer Meeting, at 0017023 (May 28, 2002) (on file with C&B) [BOTH CONFIDENTIAL].

™ |d. [CONFIDENTIAL].
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expenditures, presumably to reduce SG&A expenses.”® The Business Case asserts that in order to
maintain statutory and BCBSA-required RBC levels while making capital investments (e.g., for
technology improvements, product development, and regulatory compliance), PREMERA needs
access to capital. But, PREMERA’s Business Case invokes a non-PREMERA specific survey
conducted by Accenture, a consulting firm. Management has acknowledged that the Accenture
study was not used to estimate future capital needs or to specifically analyze PREMERA’s capital
needs; rather, the study was used to support PREMERA s internal projections of its technological
spending needs. The study estimates that “the amount of expenditures needed by the average health
plan with revenues over $500 million could be between $90 million and $190 million over the next
three to five years, excluding capital spent for acquisition activity,””®! and that such a health plan
“could spend between $30 million to $60 million to become fully compliant with HIPAA
guidelines.”®? The question remains as to whether PREMERA is an average, below average, or
above average health plan. While the “average health plan,” with revenues over $500 million,
“could” have capital requirements of $120 million to $250 million over the next three to five years,
the question at hand is what PREMERA ’s capital requirements are reasonably likely to be over that
period. Overall, PREMERA projects capital requirements of approximately $120 million over the
next five years, which can be satisfied with intenally-generated capital.®® Therefore, this reason
is not necessarily one to which significant weight should be given.

In sum, a reasonably compelling business necessity for PREMERA to convert in order to
access the equity markets does not seem apparent. Of course, the Transaction should not be
disapproved merely because it has not been shown to be necessary for PREMERA’s survival.
However, assuming the Commissioner finds that the Transaction produces negative effects to
subscribers, policyholders, providers, or the public, then the Transaction should be disapproved,
unless PREMERA demonstrates other countervailing positive effects. ~

In addition to its arguments that the Transaction will benefit the company, PREMERA also
suggests that the Foundation Shareholder will provide benefits to offset any negative effects of the
Transaction. Typically, an applicant in these types of conversions makes the argument that the
establishment of a foundation will provide health care benefits to the public which will offset any
negative effects on the public caused by the conversion. However, rarely does the applicant provide
evidence that the benefits of a foundation will address the specific negative effects produced by the

0 Plan of Conversion of PREMERA, PBC, and LifeWise of Washington, Form A: Exhibit A-4, art. I, at 5
(September 26,2002), available at http::/www .insurance.w a.govispecial-premera/filing/ExhibitA-4 pdf [hereinafter “Plan
of Conversion, Form A: Exhibit A4").

3! Business Case, Form A: Exhibit E-7, supranote 4, at 20. (By its own admission, PREMERA does not need
to expend any capital for acquisition activity, because “PREMERA is not actively pursuing a growth by acquisition
strategy.”).

%2 14, at 25 (emphasis added).
% Blackstone Valuation and Faimness Report, supra note 35, at 19 [CONFIDENTIAL).
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conversion, or whether those benefits are sufficient in size to counter those effects.?® With respect
to the Proposed Transaction, PREMERA has not demonstrated that the purposes and benefits of the
Foundation Shareholder and Charitable Organizations will offset such negative effects. The
Commissioner, therefore, should not give significant weight to PREMERA’s implication that the -
purported benefits of the Foundation Shareholder and the Charitable Organizations will offset the
negative impact of the conversion.

e. Due Diligence

As discussed supra at section I11.C.2, the public interest also requires that the Transaction
be permissible under the Washington Nonprofit Corporation Act, as well as other laws governing
nonprofit entities, trusts, or charities.?® To determine whether the Transaction is unfair and
unreasonable to subscribers or policyholders, and not in the public interest, the Commissioner must
determine whether PREMERA'’s Board of Directors exercised due diligence in authorizing the
conversion and the proposed terms and conditions thereof.?* Under the Washington Nonprofit
Corporation Act, both a miscellaneous nonprofit corporation’s director, and an officer with
discretionary authority, must perform their duties as follows: (a) in good faith, (b) with the care an
ordinarily prudent person in a like position would exercise under similar circumstances, and (c) in
a manner the director reasonably believes to be in the best interests of the corporation.”” Closely
related to the issue of due diligence is PREMERA’s use of appropriate procedures in arriving at the
decision to approve the Transaction. The officers and directors must have been sufficiently
informed about the proposed conversion and possible altérnatives, and they must have used
appropriate expert assistance.”

PREMERA seeks sources other than operating income to augment its existing capital.
According to the Business Case, debt financing has limited cash-raising potential due to regulations

3 Cf. LECG LLC, Maryland Insurance Administration, Foundation Analysis, at iv (Feb. 11,2003) available
at http://www.mdinsurance.state.md.us/documents/L ECGFinalReport2-11-03.pdf(indicating that the study was unable
to prove a causative relationship between the grants made by foundations in previous conversions to the need of
addressing health care concerns in those states where the foundation operated).

% Cf. RCW 70.45.070(1) (providing that an acquisition ofa nonprofit hospital by a for-profit entity may not
be approved unless it complies with RCW Chapter 24.03 and other applicable statutes).

26 Cf RCW 70.45.070(2) (providing that an acquisition of a nonprofit hospital by a for-profit entity may not
be approved unless the nonprofit corporation that owns the hospital being acquired “has exercised due diligence in
authorizing the acquisition, selecting the acquiring person, and negotiating the terms and conditions of the acquisition™).

#7 RCW 24.06.153(1).

8 Cf RCW 70.45.070(3) (providing that an acquisition of a nonprofit hospital by a for-profit entity may not
be approved unless “[t}he procedures used by the nonprofit corporation’s board of trustees and officers in making its
decision fulfilled their fiduciary duties, that the board and officers were sufficiently informed about the proposed
acquisition and possible alternatives, and that they used appropriate expert assistance™).
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limiting the amount of capital that could be raised in that manner, as well as higher interest rates
charged due to the requirement that surplus notes be subordinated to the claims of other creditors.
The Business Case rejects mergers or alliances with, or acquisition by, better-capitalized companies
as being inconsistent with PREMERA’s “commitment to remain a local, independent health plan.”?*
The Business Case characterizes a potential sale of assets as impracticable because “the amount of
capital that could be generated by a sale of assets would most likely be insignificant when
considering the opportunity cost of lost growth and market position.””® Therefore, according to the
Business Case, the option that would best meet the company’s goals would be to access the equity
capital markets by converting to for-profit status, while remaining an independent Washington-based -

company.?’ ' :

The Commissioner should review management’s decision-making process, in order to
determine whether the board satisfied its due diligence obligations in deciding that PREMERA
should access the public equity markets. But, perhaps even more important than PREMERA’s due
diligence obligations, PREMERA’s analysis may identify alternatives to raising capital that
detracted from the weight to be given to PREMERA’s assertion that the IPO is the best method to
achieve its goals. PREMERA s board engaged Goldman to provide an analysis of various methods
to raise capital. In 2001, Goldman presented to the board an overview of the potential benefits and
disadvantages of seven varied strategic alternatives that did not necessarily require a conversion,
such as internal growth/profits, surplus notes, sale of operating units, sale of fixed assets, third-party
investment-debt, partial IPO or reverse merger, and merger/alliance with a not-for-profit company.?”

First, Goldman presented the potential benefits and disadvantages of the “Status
Quo — Internal Growth/Profits.”® Those benefits included the following: no external action
requirement, lack of management distractions, and continued autonomy. The potential
disadvantages were downturn in results-limited financial cushion, lack of flexibility for additional
growth, and vulnerability to escalating competitive pressures (local competition has stronger balance
sheet with which to take advantage of opportunities).

Second, Goldman presented the potential benefits and disadvantages of surplus notes.”
Those benefits were as follows: low cost surplus, enhanced RBC, tax efficiency, and increased

* Business Case, Form A: Exhibit E-7, supra note 4, at 30.
™ 4 ar29.
2 14 at 33,

*? Goldman, The Company: Presentation to the Board of Directors, at 0017704—05 (Sept. 9, 2001) (on file
with C&B) [CONFIDENTIAL].

% 14 at 0017709 [CONFIDENTIAL].

¥ Id. at 0017713 [CONFIDENTIAL).
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flexibility in the current business plan. The only disadvantages were as follows: surplus notes could
not account for more than 10 to 20 percent of surplus and were available only for investment grade
companies. Goldman estimated that PREMERA’s surplus note would be rated BB+/Bal,”** which

is below investment grade.

Third, Goldman presented the potential benefits and disadvantages of the sale of the
operating units.”® Those benefits were as follows: quick access to cash, reduce current capital
requirements or enhance RBC, and maintain flexibility for future capital raising. The potential
disadvantages were as follows: existence of sizeable, salable business, a sacrificed size/growth, and

a decreased base for spreading costs. Goldman also presented the feasability of the sale of operating

units.?’

Fourth, Goldman presented the potential benefits and disadvantages of the sale of fixed
assets.””® Those benefits included the following: quick access to cash, and retention of future
strategic flexibility. The potential disadvantages were that this option did not enhance RBC, and
annual lease payments would decrease operating results.

Fifth, Goldman presented an analysis of third-party investment debt.” Goldman explained
that third-party investment debt allowed PREMERA to remain as a not-for-profit, but “[t]he debt
would be similar to a high yield bond with an initial interest of approximately 12 percent.””®
Moreover, this debt would be funded by mezzanine investors, who typically require returns of 20
to 25 percent — thus, additional economic value would be necessary.*® This value would be in the
form of either equity warrants in the event of a conversion or increasing interest rates on the debts,
if a conversion is not completed within a specified period of time.**> Goldman presented the

25 Id. at 0017712 [CONFIDENTIAL].
2% Id. at 0017715 [CONFIDENTIAL).

¥ Goldman, PREMERA: Discussion Materials, at 0017754 (Sept. 9, 2001) (on file with C&B)
[CONFIDENTIALY].

2 Goldman, The Company: Presentation to the Board of Directors, at 0017718 (Sept. 9, 2001) (on file with
C&B) [CONFIDENTIAL).

™ 4. at 0017720 [CONFIDENTIAL).
3 /4 [CONFIDENTIAL].
3 j4 [CONFIDENTIAL).

% |d [CONFIDENTIAL].
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potential benefits and disadvantages of the sale of third-party investment debt.*® This option would

increase core capital, enable growth, and provide a longer-term fix. The potential disadvantages
were the degree of investor involvement/control, a regulator-approval requirement to qualify as
RBC, an investor requirement of high return on capital, and a limit that not more than 10 to 20

percent of surplus could be raised.

Sixth, Goldman presented to the board an analysis of a partial IPO and a reverse merger.**
In a partial IPO, PREMERA, which remains a nonprofit, would sell a minority interest in a for-profit
subsidiary to public investors, while retaining the majority interest’®® In a reverse merger,
PREMERA, while remaining a nonprofit, would merge a for-profit subsidiary into a smaller,
~ publicly-traded company and receive an interest in the new company.>® The potential benefits of
either of these options included access to growth and financing capital (a less cumbersome solution
than full conversion), the creation of acquisition currency, and an enhanced RBC. The potential
disadvantages included the size/availability of business to separate, availability/interest of potential
partners, limited amounts of funds raised, regulatory review, and public scrutiny.*”

Seventh, Goldman presented to the board an analysis of a merger and an alliance.>® ‘The
potential benefits of either of these options were as follows: a contiguous Blue relationship
enhancing operational efficiencies, opportunity to leverage the Business & Systems Transformation
(“B&ST”) project in the case of an acquisition or merger, and improved ability to become a
consolidator. The potential disadvantages were as follows: loss of autonomy/control, timing
problems, regulatory/association scrutiny/approvals, relative strength of capital base, constraints on
asset transfers, and a potentially limited B&ST project in the case of merger or sale.3®

Clearly, PREMERA had several methods by which to raise capital, albeit, not necessarily
alternatives that could raise capital of $100 million to $150 million. However, because PREMERA
has acknowledged that the capital may be necessary at most for future unexpected events, there is
no reason why it could not raise the amount required at the time the unexpected event occurred.
Moreover, some of these alternatives were rejected on the basis of criteria the merit of which is far
from established. For example, PREMERA s insistence on retaining independence and local control

0 1d. fCONFIDENTIAL].
% Jd at 0017722 [CONFIDENTIAL).
3% |4 [CONFIDENTIAL).
3% Jd. [CONFIDENTIAL).
7 Jd. [CONFIDENTIALL]
3% Jd at 0017724 [CONFIDENTIAL).

*® Jd. [CONFIDENTIAL).
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may well inure to the benefit of management, but there has been no demonstration that it serves the
interests of policyholders, insureds, and the public.

Generally, Goldman asserted that the non-conversion strategic alternatives could generate
potentially the following additional statutory capital: (1) the status quo would generate
approximately $40 million, (2) surplus notes would not generate any capital, (3) a sale of the
operating units would generate between $1 million to $150 million, (4) a sale of fixed assets would
not generate any capital, (5) third-party investment debt would generate $60 million, (6) a partial
IPO or reverse merger would generate $50 million (but this is actually unknown), and (7) a
merger/alliance would generate an unknown dollar amount.**°

In addition to the foregoing non-conversion strategic alternatives, Goldman presented
various alternatives that required conversion, such as: third-party investment-private equity, partial
IPO and reverse merger, IPO, and merger/alliance.

First, the two types of third-party investors are private equity investors and mezzanine
investors.’!! Private equity investors would require targeted returns of 30 to 35 percent through a
conversion and subsequent IPO, or a buyout of their interest at a fixed price.*’?> Mezzanine investors,
as described earlier in this section, would not require a conversion; but without a conversion, there
would be an increased couponrate.’'? The potential benefits of third-party investment-private equity
were that this option would raise core capital and enable growth, providing a long-term fix, along
with bridge-financing between conversion and IPO. The potential disadvantages were the cost of
financing, investor involvement/control, the need for regulatory approval, the hkehhood of public
scrutiny, and investors’ expectation of a high return on capital *'*

Second, Goldman provided a description of a partial IPO and a revefrse merger in a
conversion context, much the same as described earlier in this section.’'

30 Goldman, PREMERA: Discussion Materials, at 0017753 (Sept. 9, 2001) (on file with C&B)
[CONFIDENTIAL).

3! Goldman, The Company: Presentation to the Board of Directors, at 0017729 (Sept. 9, 2001) (on file with
C&B) [CONFIDENTIAL].

3 14 [CONFIDENTIALY).
33 jd [CONFIDENTIAL).
3 1d. at 0017730 [CONFIDENTIALY).

315 See id. at 0017734 (listing the potential benefits and considerations of a partial IPO or reverse merger)
[CONFIDENTIAL).
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Third, PREMERA could convert and then conduct an IPO.*¢ In the Goldman presentation,
this option could be completed under the following scenarios: (1) conversion and simultaneous IPO,
(2) conversion and subsequent IPO, (3) conversion to mutual company and subsequent
demutualization, and (4) conversion to for-profit with interim third-party investment and subsequent
IPO.’" The potential benefits of an IPO were that this option would allow for a flexible capital
structure, create an acquisition currency, enhance RBC, enhance ability to recruit and retain
employees/management, and strengthen the position with rating agencies. ‘The potential
disadvantages would be the time and complexity involved, management distraction, transfer of
value, exposure to a PREMERA takeover by a larger public company, intense public scrutiny, an
intense regulatory approval process, and the additional burden of running a public company.’® In
conducting an analysis of an IPO, management requested that the following questions, which were
asked at an August 2001 board meeting, be answered: (1) what are the financial characteristics of
public companies; (2) how does PREMERA compare to publicly-traded BCBS plans; (3) how would
a PREMERA IPO compare to other Blue IPOs; and (4) what does PREMERA’s valuation look
like?*??

Fourth, Goldman considered scenarios in which PREMERA would convert to a for-profit
company and merge with a publicly-traded company. The potential benefits of either of these
options included the potential to enhance the balance sheet, a contiguous Blue relationship
enhancing operational efficiencies, opportunity to leverage the B&ST project in the case of an
acquisition or merger, and an improved ability to become a consolidator. The potential
disadvantages include the following: loss of autonomy/control; both timing and
regulatory/association scrutiny/approval problems; and a potentially limited B&ST project in the
case of merger or sale.’® :

Goldman presented various acquisition targets and various sale/merger targets that
PREMERA could consider.’”’ However, no analysis was conducted either as to the consideration
that an acquirer might pay, nor as to a merger’s effect on PREMERA’s RBC. Moreover, the merger
option was dismissed primarily because the potential loss of independence and local presence would

%6 1d. at 0017736 [CONFIDENTIAL].
37 J4 [CONFIDENTIAL].

8 ;4 [CONFIDENTIAL].

3% Goldman, PREMERA: Discussion Materials, at 0017747 (Sept. 9, 2001) (on file with C&B)
[CONFIDENTIAL].

30 Goldman, The Company: Presentation to the Board of Directors, at 0017738 (Sept. 9, 2001) (on file with
C&B) [CONFIDENTIAL].

3 Goldman, PREMERA: Discussion Materials, at 0017755 (Sept. 9, 2001) (on file with C&B)
[CONFIDENTIAL].
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affect the company negatively.”? “The Board of Directors has determined that [PREMERA’s]
mission and vision can be best achieved as an independent, Washington-based company.™? “This
relationship-driven approach is enhanced by being an independent, local company.™* *“[W]here
most prospective merger and affiliation partners are out-of-state entities, [merger or affiliation]
would likely . . . result in a loss of [autonomy and] local focus.”? And again:

Regardless of the availability of merger candidates, the primary reason against a
merger is its inconsistency with the future independence of [PREMERA].
[PREMERA] has consistently affirmed its intent to remain an independent, locally
controlled plan in order to fulfill its mission for its customers and achieve its vision
in the marketplace. Mergers and affiliations, which lead to a loss of autonomy, are
inconsistent with [PREMERAY]’s objectives.**

However, there is language in the Business Case which would appear to leave the door open
for PREMERA to argue in the future that its affiliation with, or acquisition by, a larger for-profit
Blue plan would be in the public interest. At present, the Business Case states:

Furthermore, [PREMERA] believes it can best serve its customers and their interests
by remaining an independent, locally managed plan. As [PREMERA] considered
its capital alternatives, it categorically rejected mergers or affiliations which
jeopardize local autonomy and in turn, jeopardize the plan’s ability to properly
respond to local market needs and expectations.*?’

Presumably, PREMERA would not reject an acquisition structured so as not to “jeopardize
the plan’s ability to properly respond to local market needs and expectations.”® Perhaps
coincidentally, PREMERA, while proclaiming the virtue of remaining a local, independent insurer,
seems to reserve the ability to argue in the future that the company needs to achieve scale through
merger or acquisition with a large BCBS plan and could do so without sacrificing responsiveness
to local policyholders and providers. For example, the Business Case notes that PREMERA’s
“sales, provider contracting, care facilitation and customer service functions are housed locally,”

32 Business Case, Form A: Exhibit E-7, supra note 4, at 30-31.
B 1d at1l.
3% I1d at 12.
33 1d. at 30.
3% Jd at31.
7 Id. at 36.

328 Id.
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whereas “[o]ther services that favor consistency and continuity (rate setting, information processing
and claims payment, for example) are carried out in centralized groups.”? This type of local
sales/provider contracting/customer service, combined with centralized underwriting/information
processing/claims payment, is typical after a small BCBS plan’s affiliation with, or acquisition by,
a larger BCBS plan. Indeed, the economies of scale that are promised by such synergistic
arrangements are often one of the two principal arguments advanced in favor of merger or
acquisition. Using similar logic, the Business Case notes that “it is important that [PREMERA]
continues its growth in membership to realize opportunities for economies of scale, allowing the
company to spread investment costs over a larger base of customers.”m[

’ J L PROPRIETARY MATERIAL REDACTED

PROPRIETARY MATERIAL REDACTED

) JAlso typical of multistate BCBS plan mergers/acquisitions
is the establishment of local policyholder and provider advisory boards in order to address concerns
about diminished local influence over decisions made by the management of a multistate company.

[ - -

Furthermore, PREMERA ’s arguments in favor of the Proposed Transaction mirror those in
favor of past sponsored conversions/acquisitions of BCBS plans such as the need for access to
capital, and cost efficiencies and other advantages said to result from increased scale. The Business
Case notes the need for “a growing revenue and membership base,”**® which of course is one of the
benefits of scale typically promised as the result of proposed mergers/acquisitions. PREMERA
“believes that opportunities for growth continue to exist in its current markets, as well as in markets
that [PREMERA] does not currently operate.”* PREMERA, which seeks permission for a
conversion only, and professes to have no plans to seek to be acquired, may in the future argue that
in order to compete with larger, national, for-profit health insurers, PREMERA must achieve scale
through merger or acquisition.’® In fact, a typical sub-argument of the scale rationale for BCBS
plan mergers/acquisitions is that the would-be acquired BCBS plan cannot achieve scale rapidly

» 1d at13.
30 1d at 23,

31 PBC, The Market Environment: Prepared for the Board of Directors, at 0017674 (Sept. 9, 2001) (on file
with C&B) [CONFIDENTIAL).

32 Goldman, PBC: Mock Presentation to Investors, at 0017308 (Oct. 6, 2002) (on file with C&B)
[CONFIDENTIAL].

333 Business Case, Form A: Exhibit E-7, supra note 4, at 4.
3% 1d. at 25.
33 See id. at 29 (stating that “[m]any [BCBS] plans have pursued mergers as a means to improve their financial

and competitive positions”).

Confidential Information — Not to be Distributed to the Public Except in Compliance with the Orders of the
Washington State Commissioner of Insurance — Final Report of Cantilo & Bennett, L.L_P., Page 85




enough through organic growth to compete with large, national companies such as Aetna or United,
and must, therefore, achieve scale through merging with, or being acquired by, another BCBS plan.
The Business Case notes: “While [PREMERA] is not actively pursuing a growth by acquisition
strategy, it carefully considers acquisition opportunities as they are presented.”*** Presumably,
“acquisition strategy” and “acquisition opportunities” would include being acquired, as well as
acquiring. Thus, the door seems open for PREMERA to argue in the future that being acquired
would not be against the interest of policyholders and the public if local influence were preserved.
There does not appear to be any analysis on whether the board adequately considered the option of
a merger with a partner that would allow PREMERA to maintain a local presence, while at the same
time adequately funding PREMERA’s capital needs (e.g., WellPoint’s strategy). [ !

PROPRIETARY MATERIAL REDACTED

. jNotwnhstandmg the foregoing, it is not necessary for the current proceeding
that the Commissioner be informed, or even speculate, about whether New PREMERA will ever
propose to be acquired. Indeed, the Commissioner need not conclude that the Proposed Transaction
is the best option available in order to approve the application. Rather, the Commissioner must
determine whether the Proposed Transaction is in the interest of policyholders and the public. In
this determination, the outright rejection of the possibility of a merger as a means of raising capital,
may cause several potential problems. First, PREMERA’s arguments in favor of becoming for-
profit are less persuasive. Second, the board may not have met its due diligence duties. Third,
PREMERA may have forever foregone the Foundation Shareholder’s opportumty to receive a
control premium.

r/‘

PROPRIETARY MATERIAL REDACTED

L

PREMERA may not have satisfied its due diligence obligations in authorizing the
Transaction, because it did not explore adequately the possibility of a merger (or other alternatives)
to raise the desired capital. Its deliberations were limited by the arbitrary imposition of artificial

3% Id. at 23.

337 See letter from H.R. Brereton “Gubby” Barlow, President and CEQ, PREMERA, to Mike Demarr, Partner,
Deloitte Consulting, at 0032147 (November 5, 2002) (on file with C&B) [CONFIDENTIAL). C&B would like to note
that Regence approached PREMERA after the decision to convert was made. In addition, in 1997, discussions between
Regence and PREMERA regarding a possibie affiliation between the companies did not consummate.

% Goldman, PREMERA: Discussion Materials, at 0017753 (Sept. 9, 2001) (on file with C&B)
[CONFIDENTIAL].
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limitations (i.e, preservation of “local control”) that effectively barred full analysis of what might
have proven to be better alternatives. Moreover, it is possible that PREMERA could have postponed
~ efforts to raise capital until its need was more fully developed and articulable. Additionally,

PREMERA and its experts did not explore the amount of capital that could be generated through
merger/sale with potential partners that might have enabled PREMERA to pursue one of its core
objectives of having a local presence. Rather, management seems to have assumed, without
conducting reasonable due diligence, that no such merger/sale candidate existed. By themselves,
these weaknesses in PREMERA’s due diligence may not compel rejection of the Proposed
Transaction. However, they are an additional significant factor the Commissioner may consider in
evaluating whether the Proposed Transaction is in the interest of. pohcyholders and the

public.Conflicts of Interest

The public interest also precludes the Commissioner from approving the Transaction unless
he determines that no conflicts of interest exist related to the Transaction, including, but not limited
to, conflicts of interest related to members of the Board of Directors of, officers of, or experts
retained by PREMERA > These conflicts are discussed infra at section IV.A, as part of Stage Two

of the Engagement.
f. Fair Market Value

Apart from the concerns already discussed, the public interest requires that the Foundation
Shareholder receive PREMERA s fair market value, and that the Foundation Shareholder’s ability
to realize that fair market value in cash not be placed at unreasonable risk by the manner in which
the Transaction is structured.**® The transfer of fair market value, as opposed to some other
valuation standard, has been recognized implicitly by PREMERA for a number of reasons.
PREMERA has stated throughout this process that although it does not consider itself a charitable
organization,

practically speaking this doesn't matter|, because they] are nevertheless proposing
to grant all the initial stock in the new company — in other words, the entire value at

3 Cf. RCW 70.45.070(4) (providing that an acquisition of a nonprofit hospital by a for-profit entity may not
be approved unless “[n]o conflict of interest exists related to the acquisition, including, but not limited to, conflicts of
interest related to board members of, executives of, and experts retained by the nonprofit corporation, acquiring person,
or other parties to the acquisition™).

30 See supra note 140 and accompanying text (discussing the impact of RCW 24.03.225(3) on the public’s
interest that the assets of the sale not only be transferred to PREMERA on condition that they will be safeguarded for
charitable purposes, but also that they be transferred to the Foundation Shareholder upon PREMERA s dissolution); ¢f.
RCW 70.45.070(5), (6) (providing that an acquisition of a nonprofit hospital by a for-profit entity may not be approved
unless “[tJhe nonprofit corporation will receive fair market value for its assets™ and “[c]haritable funds will not be placed
at unreasonable risk, if the acquisition is financed in part by the nonprofit corporation”).
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the time of the conversion — to a foundation that can sell that stock over time to fund
health initiatives in Washington and Alaska.**!

However, the “entire value” clearly would not be transferred if the Foundation Shareholder
received less than PREMERA’s fair market value. In that case, only a portion of the “entire value”
will have been transferred. Assuming arguendo that the transfer of the “entire value” does not
necessarily equate to the transfer of fair market value, PREMERA implies that fair market value
would be the standard by which to determine whether PREMERA’s value has been transferred to
the Foundation Shareholder if PREMERA were indeed a charitable corporation. PREMERA’s
assertions that it is not a charitable corporation seem contrary to the actions taken by PREMERA’s
directors and management. The question arises as to why PREMERA would entertain the notion
that PREMERA s value, fair market or otherwise, should be transferred to another entity. If

'PREMERA is a charitable organization, then this conveyance is understandable. If PREMERA is
not a charitable organization, then this conveyance is not only puzzling, but should be considered
a breach of the board’s and management’s fiduciary duty to the owners of the company. That is,
conveying to the Foundation Shareholder the value of a company worth hundreds of millions of
dollars when there is no legal requisite to do so, assuming that PREMERA’s assertion that it is-not
charitable is accurate, cannot be deemed anything but a breach of fiduciary duty. But, of course,
PREMERA has not (and indeed could not) identify any other “owners” of the company. Itis, in the
final analysis, a public asset, for the sale of which the public must be compensated fully.
PREMERA’s management and directors, thus, must either accept the notion, which C&B believes
is accurate, that PREMERA is a charitable corporation obligated to transfer its fair market value,
or in the alternative, they should be subject to legal consequences stemming from the knowing
breach of their fiduciary duty. More detailed analysis regarding the specifics of the Proposed
Transaction’s transfer of fair market value will be provided in sections related to Stage Two of the
Engagement, infra at section IV.C.

3. © Management’s Competence, Experience, and Integrity

With respect to the fifth potentially disqualifying fact, the Commissioner must determine
whether the competence, experience, and integrity of those persons who would control PREMERA
is such that it would not be in the subscribers’ or the policyholders’ interest, and not in the public
interest, to permit the acquisition of control.**® PREMERA’s management and New PREMERA’s
management will be the same prior to, and after, the Transaction. Thus, the Transaction should not
affect management’s competence, experience, and integrity. However, the Transaction itself may
be motivated by other factors (e.g., expectations of stock options, increased salary, or other
" compensation as a result of the proposed conversion to for-profit status), and thus, may affect

¥ PREMERA, Management Meeting, at 0010200 (providing various talking points about the conversion in
response to questions about the conversion) (on file with C&B) [CONFIDENTIAL).

32 RCW 48.31C.030(5)(a)(ii)(C)(I11); see also RCW 48.31B.015(4)(a)(v).
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negatively management’s incentives. PREMERA should provide information as to the
compensation structure that management will receive or may receive (1) once the Transaction is
complete, (2) at the time of an IPO, and (3) in future years. PREMERA has recently provided
executive compensation plans for the two years following conversion, but the Consultants did not
have sufficient time to conduct a diligent review of the plans. These issues are analyzed in greater
detail infra at section IV.A, as part of Stage Two of the Engagement.

4. Hazardous or Prejudicial to the Insurance-Buying Public

With respect to the sixth potentially disqualifying fact, the Commissioner must determine
whether the Transaction is likely to be hazardous or prejudicial to the insurance-buying public.>*
There are a variety of ways in which the conversion might be hazardous or prejudicial to the
insurance-buying public. For example, this would be the case if PREMERA’s financial condition,
surplus levels, or other indicators of ability to satisfy policyholder claims would be weakened.
Because the conversion is simply a series of transactions whereby nonprofit companies will convert
to for-profit companies, PREMERAs financial condition, prior to, and after the conversion, should
be the same from an operating standpoint, except to the extent of transaction costs not expected to
have a material adverse effect. The Proposed Transaction might also cause material adverse tax
consequences. PREMERA has not been tax-exempt from federal taxes since 1987, and has never
been exempt from Washington’s state taxes since its inception.*** However, as discussed supra at
section III1.D.1, increases in Alaska premium taxes, and the loss of benefits under .LR.C. § 833(b),
could impact PREMERA's financial condition materially. In order to compensate for these effects,
if they occur, PREMERA may need to raise premium rates. In addition, as discussed supra at
section III.D.2.c.(1), the Transaction might induce PREMERA to increase premiums, reduce
provider compensation, or otherwise alter its practices adversely to policyholders or health.care
providers. These areas are the subject-of PwC’s analysis, which concludes that such adverse effects
are possible but not predictable. Furthermore, the analyses of the actuarial, accounting, and tax
consultants could potentially disclose other potential hazards or prejudices to the insurance-buying
public that, although not obvious, might result from the Transaction.

IV. STAGE TWO

As C&B’s engagement was structured, prior to commencement of this evaluation, areas of
analysis were segregated between two hypothetical phases, Stage One and Stage Two. As the
review of the Proposed Transaction evolved, the distinctions between Stage One and Stage Two
were found to be less meaningful, and a substantial portion of the second phase issues were analyzed
along with those in the first phase. These have been discussed at some length in the preceding
sections of this report. A few Stage Two matters, however, have not received as much attention.

33 RCW 48.31C.030(5)(2)(ii X C)IV); see also RCW4AS 318.015(4)(a)(vi).

34 See supra note 33 and accompanying text.
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Under the Holding Company Acts, the Commissioner is required to approve the Transaction
unless he makes one of the following fact-findings: (1) after the change of control, the domestic
health carrier would not be able to satisfy a domestic health carrier’s registration requirements;
(2) there is substantial evidence that the acquisition would substantially lessen competition or tend
" to create a monopoly in insurance in Washington; (3) the acquiring party’s financial condition is
such as might jeopardize the health carrier’s financial stability or prejudice its subscribers’ interest;
(4) the plans or proposals that the acquiring party has to liquidate the specific name health carrier,
sell its assets, consolidate or merge it with any person, or to make any other material change in its
business or corporate structure or management are unfair and unreasonable to the health carrier’s
subscribers, and not in the public interest; (5) the competence, experience, and integrity of those
persons who would control the health carrier’s operations are such that it would not be in the interest
of the health carrier’s subscribers, and of the public, to permit the acquisition of control; or (6) the
acquisition is likely to be hazardous or prejudicial to the insurance-buying public.**

Each of the foregoing potential fact-findings that the Commissioner is required to make in
his determination of whether to approve the Transaction has been considered previously in C&B’s
Analysis. This Section1V is an analysis of the additional Stage Two issues that are evaluated as part
of this Final Report. They are as follows: (1) conversion-related self-dealing and conflicts of
interest of PREMERA’s officers and trustees; (2) independence of the Foundation Shareholder and
Charitable Organizations from PREMERA,; and (3) the stock transfer documents and the transfer
of PREMERA’s fair market value.

A. Self-dealing and Conflicts of Interest for PREMERA'’s Officers and Trustees
Generally acompany’s officers and directors cannot engage in self-dealing, and there should

be no conflicts of interests in making business decisions. Moreover, under the fairness and
reasonableness requirements of the Holding Company Acts, as discussed supra at section II1.D.2.e,

self-dealing or conflicts of interest in the formulation of the Proposed Transaction or of

PREMERA’s management would undermine the public interest. In addition, self-dealing or
conflicts of interest could affect management’s integrity adversely, which itself would be a basis for
disapproval under the fifth criteria of the Holding Company Acts. Thus, the Commissioner might
be compelled on several grounds to disapprove the conversion if he finds that management engaged
in self-dealing or that a conflict of interest existed.

This analysis delves into conflicts of interest that can be both facially determined, as well
as those that might be inferred circumstantially. The very nature of this analysis involves the
determination as to whether management’s stated reasons for conversion comport with the available
facts. One of the purported benefits of the Transaction articulated by PREMERA was improved

35 See supra note 58 and accompanying text.
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retention of management due to increased career growth opportunities and long-term incentives.**

But, PREMERA acknowledged that it has “one of the most experienced management teams in the
industry,” which has “worked together for [five] years,” and “[sJuccessfully executed PREMERA’s
turnaround plan.”*’ Furthermore, PREMERA noted that, according to a recent survey, it is a
“Preferred Employer.”>*® PwC’s executive compensation experts have determined that company-
wide retention has not been a problem in the past.** With respect to management’s turnover rate,
PREMERA provided pertinent information on October 15, 2003, but did not provide detailed
support for that information. Thus, PwC has not had an opportunity to conduct meaningful due
diligence regarding the newly received information.*® Certainly, the consideration of management
retention in determining whether to convert, if there was no apparent need, could raise the specter
of a conflict of interest. This could be perceived as a conflict of interest because management’s true
motivations might be their own enrichment. Such an inference is based on more than mere baseless
speculation. A presentation to the board stated that “career growth opportunities™ and “long-term
incentive” were advantages of being a for-profit company.”” Perhaps these are advantages for
management, but they may not be advantages for PREMERA’s policyholders and insureds. On this
record, the Commissioner would be justified in concluding that improved compensation for
management was a material motivator for the Proposed Transaction without demonstrated benefits
for PREMERA’s policyholders or the public. In the absence of other sufficiently persuasive
rationale for the conversion, its anticipated economic benefits for management cannot be ignored.
The underlying potential conflict is a factor that the Commissioner is quite justified in considering
when evaluating whether to approve the Transaction. In that analysis, the record before the
Commissioner provides thin support for management’s assertion that the Transaction will improve

management retention.

Additionally, the amount of compensation that management receives should be subject to
the non-inurement restrictions on nonprofit corporations. A Chapter 24.03 RCW nonprofit
corporation, such as PBC, may pay compensation in a reasonable amount to its members, directors,

3¢ PREMERA, Board Retreat: Capital Planning Options, at 0016918, 0016921 (Sept. 9, 2001) (on file with
C&B) [CONFIDENTIAL].

37 Goldman, PBC: Mock Presentation to Investors, at 0017337 (Oct. 6, 2002) (on file with C&B)
[CONFIDENTIAL]. :

% PREMERA, Board of Directors Minutes at 0035582 (Feb. 11-12, 2003) (on file with C&B)
[CONFIDENTIAL).

3% PwC Executive Compensation Report, supra note 34, at 42 [CONFIDENTIAL).

%0 Jd (PwC cannot ascertain from the limited information provided by PREMERA whether the officer levels
provided by PREMERA and the sample size are comparable to market sources).

»! Capital Planning Options Board Retreat, at 0037043 (Sept. 9, 2001) (on file with C&B)
[CONFIDENTIAL].
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or officers for services rendered,**? but may not make any distribution of income to such persons.**

A Chapter 24.06 RCW nonprofit corporation, such as PREMERA, may fix compensation for its
officers and agents,?* and although not expressly stated in Chapter 24.06 RCW, PREMERA’s
nonprofit nature necessarily implies that the corporation may not otherwise distribute corporate
income or profits to officers or directors.”’ The rationale behind the non-inurement restriction on
nonprofit corporations has been explained as follows:

Why do nonprofits operate under a non-distribution constraint that prohibits those
who control nonprofits from benefitting from or distributing earnings? Bound by
their promise to use their resources to advance their missions rather than benefit
private parties, nonprofit organizations emerge as a solution to what Hansmann
called “contract failure.” People seek out nonprofits in areas where they cannot
penetrate and police services using ordinary contractual devices, in situations where
trust and information are scarce, and assessing the value of the services they receive
for their money is difficult. The legally binding non-distribution constraint of
nonprofit organizations provides a powerful contractual assurance that the consumer
will not be taken advantage of or betrayed by producers for personal gains. The fact
that profits are not allowed to be distributed to shareholders or owners gives the
consumer of services a certain confidence that the transaction will result in a fair

exchange.

Hansmann’s central argument is consistent. We can understand the emergence of the
nonprofit sector by looking at the unsatisfied demand for certain kinds of goods.
Contract failure opens a door through which the nonprofit sector can move and
capitalize on some of the shortcomings of for-profit firms. For Hansmann, the
appearance and continued survival of nonprofit activity in a broad array of fields
ultimately comes down to the ability of these organizations to satisfy an unmet

demand by inspiring trust.**®

32 RCW 24.03.030(4).

353 RCW 24.03.030(2); see RCW 24.03.005(3) (defining a “nonprofit corporation” as “‘a corporation no part
of the income of which is distributable to its members, directors or officers™).

33 RCW 24.06.030(11).

35 Cf. Sound Health Ass’'nv. Comm’r, 71 T.C. 158, 159 (1978) (*As a nonprofit corporation, the petitioner
cannot, by Washington law, be operated for the personal benefit of any member, officer, or director.”).

3¢ peter Frumkin & Alice Andre-Clark, Nonprofit Compensation and the Market, 21 U. HAW. L. REV. 425,
465-67 (1999) [hereinafter Frumkin & Andre-Clark].
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Washington courts do not appear to have elaborated upon the limits on compensation paid
by nonprofit corporations, however, the L.R.C. and cases construing it provide some guidance. For
example, organizations may be exempt from federal income taxation under I.R.C. §§ 501(c)(3) and
501(c)(4) only so long as no part of their net earnings inure to the benefit of any private shareholder
or individual. By further example, pursuant to IL.LR.C. § 833(c)(3)(A)(vi), a non-BCBS health
insurance plan may receive the same favorable tax treatment as BCBS plans if, inter alia, “no part
of its net earnings inures to the benefit of any private shareholder or individual.”**’ The purpose of
the non-inurement restriction is to stay the hands of those who are in a position to siphon off the
organization’s funds for their own benefit.**® When the nonprofit organization’s purposes are
sacrificed to the private interests of those in control, the organization is made to serve a private
interest.””® For purposes of these L.R.C. restrictions, compensation constitutes prohibited inurement
of a private benefit if the compensation is “unreasonable.”?®

Whether compensation paid by a nonprofit corporation is reasonable or excessive may be
determined by reference to critena similar to those which apply in determining whether
compensation paid by a for-profit organization is deductible under L.R.C. § 162.*' In the context
of for-profit corporations, compensation in excess of reasonable compensation for services rendered
is subject to disfavored tax treatment; the excess above reasonable compensation being treated as
a nondeductible dividend distribution rather than a deductible expense under I.R.C. § 162.3 The
reasonableness of compensation is a question of fact.*®® Factors considered by the courts in
~ determining whether compensation is reasonable in the for-profit context of § 162 include: (a) the

employee’s qualifications; (b) the nature, extent, and scope of the employee’s work, including
positions held, hours worked, and duties performed; (c) the size and complexities of the employer’s
business, as indicated by its sales, net income, or capital value; (d) a comparison of salanies paid

37 LR.C. § 833(c)(3)(AXvi).
38 United Cancer Council, Inc. v. Comm'r, 165 F.3d 1173, 1176 (7th Cir. 1999).

3% Sound Health Ass'n, 71 T.C. at 186.

% See, e.g., Bubbling Well Church of Universal Love v. Comm’r, 670 F.2d 104, 105 (Sth Cir. 1981); Mabee
Petroleum Corp. v. United States, 203 F.2d 872, 876 (5th Cir. 1953).

' Alive Fellowship of Harmonious Living v. Comm'r, 47 T.C.M. (CCH) 1134 (1984) (no page numbers
available).

? See, e.g., Elliotts, Inc. v. Comm'r, 716 F.2d 1241, 1242 (9th Cir. 1983); B & D Founds., Inc. v. Commr,
2001 Tax Ct. Memo LEXIS 298, at *23-25 (T.C. Oct. 3, 2001); Labelgraphics, Inc. v. Comm'r, 1998 Tax Ct. Memo
LEXIS 345, at *20-21 (T.C. Sept. 28, 1998); Mad Auto Wrecking, Inc. v. Comm 'r, 1995 Tax Ct. Memo LEXIS 146, at
*13-16 (T.C. Apr. 5, 1995). :

B & D Founds., 2001 Tax Ct. Memo LEXIS 298, at *24; Labelgraphics, Inc., 1998 Tax Ct. Memo LEXIS
345, at *20; Mad Auto Wrecking, Inc., 1995 Tax Ct. Memo LEXIS 146, at *16.
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with the employer’s gross and net income;** (e) the prevailing general economic conditions; (f) a
comparison of salaries with distributions to shareholders and retained earnings; (g) the prevailing
rates of compensation for comparable positions in comparable concerns;*** (h) the salary policy of

the employer as to all employees; (i) the amount of compensation paid to the particular employee

~ in previous years;*® (j) the employer’s financial condition; (k) whether the employer and employee

dealt at arm’s length or whether a conflict of interest were indicated;*’ (1) whether the employee
guaranteed the employer’s debt; (m) whether the employer offered a pension plan or profit-sharing
plan to its employees; and (n) whether the employee was reimbursed by the employer for business
expenses that the employee paid personally.®® A compensated control person “probably cannot
escape insider status by formally distancing herself from the wage-setting process.”>®

What constitutes “comparable” positions or companies for purposes of executive
compensation seems to be a discretionary question on the part of the fact-finder. Courts have
rejected expert testimony that failed to provide specifics on the particular executives involved,
including both their particular qualifications and skills, and the similarities in the services

34 Net income is usually more important, because it more accurately gauges whether a corporation is disguising
the distribution of dividends as compensation. B & D Founds., Inc., 2001 Tax Ct. Memo LEXIS 298, at *38. No
particular ratio between compensation and gross or net taxable income is a prerequisite for a ﬂndmg of reasonableness.
1d

365 This is also expressed as ““a comparison of the employee’s salary with those paid by similar companies for
similar services.” Elliotts, Inc., 716 F.2d at 1246.

3 Where a large salary increase is at issue, it is useful to compare past and present duties and salary payments.
Elliotts, Inc., 716 F.2d at 1245; Labelgraphics, Inc., 1998 Tax Ct. Memo LEXIS 345, at *24. In addition, bonuses not
paid pursuant to a structured, and formal program, consistently applied, are suspect. Labelgraphics, Inc., 1998 Tax Ct.
Memo LEXIS 345, at *36-37 (disregarding expert testimony that executive’s 1990 bonus was reasonable, where it was
almost three times the size of his 1988 bonus, even though the company enjoyed significantly higher gross receipts, as
well as a substantially higher net profit after taxes, for its 1988 fiscal year than for its 1990 fiscal year). “On the other
hand, evidence of areasonable, longstanding, consistently applied compensation plan is evidence that the compensation
paid in the years in question was reasonable.” Elliots, Inc., 716 F.2d at 1247. A contingent compensation formula is
not necessarily unreasonable if it “overcompensates in good years and undercompensates in bad years,” and it is also
“permissible to pay and deduct compensation for services performed in prior-years.” /d. at 1248.

%7 See Alive Fellowship of Harmonious Living v. Comm 'r, 47 T.C.M. (CCH) 1134 (1984) (no page numbers
available) (stating that *‘[o]ne factor to consider [in determining the reasonableness of compensation] is whether
comparable services would cost as much if obtained from an outside source in an arm’s-length transaction’”) (citing
B.H.W. Anesthesia Found. v. Comm'r, 72 T.C. 681, 686 (1979)).

38 Elliotts, Inc., 716 F.2d at 1245-48; Mad Auto Wrecking, Inc., 1995 Tax Ct. Memo LEXIS 146, at *17-18.
** Frumkin & Andre-Clark, supra note 356, at 432-33. Frumkin & Andre-Clark go on to state that United

Cancer Council v. Comm'r, 165 F.3d 1173 (7th Cir. 1999), suggests “that setting up an independent compensation
committee will not protect an influential insider from an inurement finding.” /d. at 433.
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rendered.’™ Courts have rejected expert testimony that failed to provide specifics on the
“comparable companies,” including size (annual sales), type of business, number of employees, and
business conditions in the areas in which they operate.’”" For-profit companies and PREMERA may
not be comparable for purposes of evaluating the reasonableness of executive compensation. The
following observations may prove helpful in this regard:

Itis often assumed in the old reasonable compensation/private benefit cases, and now
with the excess-benefit rebuttable presumption, that comparisons can and should be
made between the tax-exempt organization and a “comparable” for-profit
corporation. The comparability assumption is problematic because it never even
raises the question of how the nonmonetary goals and aspirations of the exempt
organization should be factored into the decision-making process. Exempt
organizations have nonmonetary, mission-driven goals and the outcomes are
sometirnes‘intangibfe, unmeasurable, and even unknown. . . . Further, some have
argued that exempt organizations provide nonmonetary rewards for employees which
are different from those provided by a for-profit company. These include personal
fulfillment and growth opportunities, flexible lifestyles, and, in some cases, prestige
from being associated with the nonprofit entity (for example, physicians in
teaching-hospital settings).’” -

This may explain, for example, why the position of President of the United States attracts
qualified candidates, even though the monetary compensation for serving in this public sector (i.e.,
nonprofit) position is far lower than the compensation typically paid to the CEO of a large private
sector (i.e., for-profit) organization. Indeed, in 1997, the Office of Oversight and Investigation,
Council of the City of New York, conducted a study of executive compensation in nonprofit
organizations contracting with New York City.>” The three methods of analysis selected were:
(1) comparison to compensation paid by other nonprofits of similar size; (2) comparison to salaries
received by government officials responsible for delivering public services, such as the Mayor of
New York City and the commissioners of several of the city’s agencies; and (3) comparison to the
median compensation paid to executive directors of nonprofit organizations of similar size, including

™ Labelgraphics, Inc., 1998 Tax Ct. Memo LEXIS 345, at *28-29.
" B & D Founds., Inc., 2001 Tax Ct. Memo LEXIS 298, at *54-55.

7 Consuelo Lauda Kertz, Executive Compensation Dilemmas in Tax-Exempt Organizations: Reasonableness,
Comparability, and Disclosure, 71 Tul. L. Rev. 819, 856~57 (1997); see Frumkin & Andre-Clark, supra note 356, at
471 (arguing that allowing a nonprofit corporation to compare compensation of its management to that of for-profit
companies “is problematic because it threatens to undermine the fragile identity of [nonprofits] as service and
mission-driven organizations where motives and rewards cannot be measured in terms of dollars and cents™).

33 OFFICE OF OVERSIGHT & INVESTIGATION, COUNCIL OF THE CITY OF N.Y., REPORT: TO PROFIT OR
NOT-TO-PROFIT: AN EXAMINATION OF EXECUTIVE COMPENSATION IN NOT-FOR-PROFIT ORGANIZATIONS CONTRACTING
WITH NEW YORK CITY (1997), reprinted in 25 FORDHAM URB. L.J. 471 (1998). '
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a calculation of compensation as a percentage of the organization’s total functional expenses.”™ The
study made use of a survey conducted by Abbott, Langer and Associates (the “ALA Survey”), an
independent management consulting firm known for its surveys of nonprofit organizations across
the country.’” The ALA Survey was selected because of its comprehensive sample size and its
widespread use by compensation specialists.’”® Regional differences in compensation levels were
also taken into account.’” There is precedent in compensation analysis, therefore, for limiting
organizations “comparable” to a nonprofit corporation to other nonprofit entities. -

Even assuming that the compensation of PREMERA’s officers and directors is currently
reasonable by nonprofit standards and that their compensation by New PREMERA will be
reasonable by for-profit standards, a conflict of interest may exist. Because of the fundamental
difference in the natures of for-profit and nonprofit corporations, it is likely that officers and
directors could expect to receive higher compensation from for-profit New PREMERA than from
nonprofit PREMERA. This could create a conflict of interest tainting the decision to convert from
a nonprofit corporation to a for-profit corporation. Such a conflict of interest may by itself justify
disapproval of the Transaction.’”® Doubts about this issue might be alleviated substantially by more
complete disclosure of PREMERA’s compensation and incentive plans.

, Typically, in a publicly-traded company, the public market favors management compensation
that is in line with management in other comparable for-profit companies, especially compensation
that is based on incentives such as stock options. In fact, sophisticated investors gain confidence
from the alignment of management’s interest with their own interests through stock incentives and
similar plans. Conversely, if management is not compensated reasonably, then the value of
New PREMERA s shares may actually be reduced to the extent that the public market believes that
management does not have a sufficient incentive to maximize profits. Investors will prefer that
management’s interests are aligned with stockholders’ interests to the greatest extent possible in
order to maximize shareholder value. However, in order to reduce the possibility that the decision
to convert is tainted by the officers’ and directors’ self-interest in the higher compensation levels
that would be allowable post-conversion, full disclosure of the elements of proposed compensation,
and the process by which they were formulated, 1s essential.

7 Id. at 482-84.

5 Id. at 483.

7 1d.

37 1d. at 488-90.

3 Cf. RCW 70.45.070(4) (providing that an acquisition of a nonprofit hospital by a for-profit entity may not
be approved unless “[n]o conflict of interest exists related to the acquisition, including, but not limited to, conflicts of

interest related to board members of, executives of, and experts retained by the nonprofit corporation, acquiring person,
or other parties to the acquisition™).
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The primary information and document required to complete an analysis of self-dealing and
conflicts of interests is the executive compensation and benefit plans. PREMERA finally delivered
the plans (at least for the first two years) on October 17, 2003, after the Consultants initial request
nearly a year ago. Prior to that date, PREMERA had only identified, in general terms, the outer
limits of the compensation and benefit plans that it would adopt once PREMERA converted. These
plans are often very complicated, with numerous provisions that dictate reasonableness or
excessiveness. Clearly, if the plans were excessive, this could be considered self-dealing or a
conflict of interest. Due to PREMERA’s failure to provide these plans prior to the October 15,
2003, deadline to amend the Form A, C&B and the other Consultants cannot express a conclusion
as to whether, in this respect, PREMERA’s management engaged in self-dealing, or as to whether
there exists a conflict of interest. Assuming thatmanagement’s current employee compensation plan
is reasonable as compared to other similarly situated nonprofit companies, then PwC should
compare the difference between the current compensation received from nonprofit PREMERA to
the compensation received from for-profit New PREMERA. If New PREMERA’s plan is
substantially more generous, further analysis may be necessary as to its reasonableness.

B. Independence of Foundation Shareholder and Charitable Organizations from
PREMERA '

Among the concerns to which the Proposed Transaction gives rise, one of the most
significant is the complete lack of independence on the part of those that are propased to govern the
Foundation Shareholder. While the Form A does not specify the manner of selecting the initial
directors, it is apparent that PREMERA will unilaterally make this selection. Moreover, PREMERA

will nominate all replacement directors >

There are many reasons why this lack of independence is alarming and, by itself, probably
Justifies disapproval of the Transaction. First, and as illustrated supra at section II1.C.2.b.(2), the
Foundation Shareholder may be directed to engage in activities of substantial benefit to PREMERA
but of no discernable value to the Charitable Organizations or the public. Second, a single
Foundation Shareholder affiliated with PREMERA controlling the disbursement of the Shares to the
Charitable Organizations is almost certainly not in the public interest. Third, there will be a number
of organizational and policy decisions to be made by the Foundation Shareholder as the Proposed
Transaction is implemented as to which the interests of the Charitable Organizations and the public
on the one hand, and those of PREMERA on the other, are likely to diverge substantially. In those
instances, it is essential that the directors of the Foundation Shareholder be unrestrained in their
loyalty to the underlying public policy and charitable mission. Finally, it defies common sense to
understand how, what is effectively the buyer of an enterprise (New PREMERA), can justify
retaining control of the purchase price paid to the seller (the public). But that is exactly the effect
achieved by permitting the proposed control by PREMERA of the Foundation Shareholder.

" See Foundation Shareholder, Bylaws, Form A: Exhibit E-2, supranote 115, at § 3.5
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Assuming arguendo that the current structure is maintained, the Transaction is almost
certainly not in the public interest under the Holding Company Acts, because the public interest
tequires that the Transaction’s proceeds be controlled as charitable funds independently of
New PREMERA, and be used for public health purposes consistent with PREMERA’s original
purpose.”® In addition, an issue might be raised as to whether the charitable entity established to
hold the proceeds of the conversion will be broadly based in, and representative of, the community
in which PREMERA offers health care coverage, taking into consideration the structure and

governance of such entity.*!

The Foundation Shareholder’s governance is not made independent from PREMERA
because of the inclusion of “Independent Directors,” as defined by the Bylaws. Despite the self-
serving label, these directors are anything but independent from PREMERA. Section 3.2.2 of the
Bylaws states, in part, that a majority of the Foundation Shareholder’s Board will be comprised of
so-called Independent Directors, which will consist of: (1) PREMERA’s, PBC’s, or their
predecessors’ current or former Board members; or (2) individuals nominated by PREMERA and
elected or appointed by a majority vote of the Independent Directors.’®? Clearly, the proposed
governance of the Foundation Shareholder is not in the public interest because of PREMERA’s
unjustifiable and excessive influence. These provisions include, without limitation, Sections 3.5,
3.7,3.8,3.10, and 3.12. Additionally, it is not in the public interest for the Foundation Shareholder
to become a lobbying arm for Health Insurers, because those activities do not promote the health of
the residents of Washington and Alaska, as discussed supra at section-II1.C.2.b.(2).

C. Stock Transfer Documents and the Transfer of Fair Market Value
As discussed supra at section I11.D.2.f, the public interest requires both that the Foundation

Shareholder receive PREMERA’s fair market value, and that the Foundation Shareholder’s ability
to realize that fair market value incash not be placed at unreasonable risk by the manner in which

% Cf. RCW 70.45.070(8) (providing that an acquisition of a nonprofit hospital by a for-profit entity may not
be approved unless “[t]he proceeds from the acquisition will be controlled as charitable funds independently of the
acquiring person or parties to the acquisition, and will be used for charitable health purposes consistent with the nonprofit
corporation’s original purpose, including providing health care to the disadvantaged, the uninsured, and the underinsured
and providing benefits to promote improved health in the affected community”).

! Cf. RCW 70.45.070(9) (providing that an acquisition of a nonprofit hospital by a for-profit entity may not
be approved unless “Any charitable entity established to hold the proceeds of the acquisition will be broadly based in
and representative of the community where the hospital to be acquired is located, taking into consideration the structure
and governance of such entity.”).

* Foundation Shareholder, Bylaws, Form A: Exhibit E-2, supra note 115, at 2.
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the Transaction is structured.’® Fair market value is “the amount of money which a purchaser
willing, but not obliged, to buy the property would pay an owner willing, but not obliged, to sell it,
taking into consideration all uses to which the property is adapted and might in reason be applied.”*
The documents relevant to this question are as follows: ~(a) the Stock Restrictions
Agreement; (b) the Voting Trust and Divestiture Agreément; (c) the Registration Rights Agreement;
(d) the Stockholder Protection Rights Agreement; (e) the Excess Share Escrow Agreement; and
(f) the Indemnification Agreement. In order to make a determination as to whether fair market value
has been conveyed, the Commissioner will require Blackstone’s opinion as to whether the structure
of the Proposed Transaction is such that the cash value that can reasonably be expected to be
realized eventually through the Foundation Shareholder’s sale of stock is reasonably likely to
approximate PREMERA s fair market value (adjusted for the time-value of money). Generally, the
Foundation Shareholder cannot reasonably be expected to receive fair market value in cash for the
Shares due to the foregoing agreements, because the Foundation Shareholder will: (1) be under a
compulsion to sell; (2) not be free to choose the time or amount of its sale of the Shares; and (3) will
not be free to sell a controlling block of New PREMERA stock to the highest bidder on the open
market. Moreover, though nominally the largest owner of New PREMERA stock, the Foundation
Shareholder will be barred from exercising any of the authority typically and essentially inherent
in that position. Thus, the Foundation Shareholder will be unable to prevent New PREMERA s
management from conducting the companies’ affairs in a manner reasonably deemed by the
Foundation Shareholder to be inconsistent with its interests and the value of its stock. Compounding
this problem is the reverse ability of New PREMERA to effectively govern the manner in which the
Foundation Shareholder conducts its affairs, permitting potential decisions by the Foundation
Shareholder directors that could benefit New PREMERA at the expense of the Charitable
Organizations.

When a charitable foundation, in effect, sells 100 percent of the ownership of a BCBS plan

to an acquirer such as WellPoint or Anthem, as in the proposed CareFirst transaction, it is clear that

the consideration paid from the acquirer to the foundation must include a control premium. “A
‘control premium’ typically refers to the additional amount a buyer would pay for a block of shares

that would give the buyer control of a corporation.”** Conversely, “a control premium is realized

*® See text supra at section 111.C.2.e (discussing the impact of RCW 24.03.225(3) on the public’s interest that
the assets of the sale not only be transferred to PREMERA on condition that they will be safeguarded for charitable
purposes, but also that they be transferred to the Foundation Shareholder upon PREMERA’s dissolution); ¢/, RCW
70.45.070(5), (6) (providing that an acquisition of a nonprofit hospital by a for-profit entity may not be approved unless
“[t]he nonprofit corporation will receive fair market value for its assets” and “[c]haritable funds will not be placed at
unreasonable risk, if the-acquisition is financed in part by the nonprofit corporation™).

3 In re Confirmation of Local Improvement No. 6097, 52 Wash. 2d 330, 333-34, 324, P.2d 1078, 1080 (1958);
see also BLACK’S LAW DICTIONARY 1549 (7th ed. 1999).

5 Hawes v. Colorado Div. of Ins., 32 P.3d 571, 575 (Colo. Ct. App. 2001), rev'd on other grounds, 65 P.3d
1008 (Colo. 2003).
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by sale of a controlling block of stock.”® If a controlling block of shares is offered to the highest
of multiple bidders, all other terms of the proposed sale being equal among bidders, the highest bid
will, of necessity, incorporate a control premium. Where there are no competing bidders (e.g.,
where a single buyer and a single seller have entered into a purchase/sale agreement), a control
premium can be taken into account by a valuation consultant in the determination of the fair market
value of the controlling block of shares. In the Proposed Transaction, there is no third party from
which to receive a control premium. Regardless of the potential to receive a control premium
through an alternative transaction, the Commissioner must analyze the Proposed Transaction and
not an alternative in order to determine faimess under the criteria of the Holding Company Acts.

Under the Holding Company Acts, the Transaction is unfair because of restrictions upon the
Shares that affect the control and marketability of the Shares, and not because there may have been
some alternative transaction, which may have satisfied PREMERA’s goals while at the same time
providing greater value. However, in analyzing the Proposed Transaction, the foregoing control
premium analysis is still applicable in that the Foundation Shareholder could receive such a
premium by selling a controlling block of the Shares in the open market were it not for the Stock
Governance Agreements. The divestiture schedule effectively prevents the Foundation Shareholder

from ever receiving a control premium.

[TJo permit the hypothetical bifurcation of an otherwise integrated bundle of
property for valuation purposes would severely undermine the estate tax system and
permit abusive manipulation by inviting an executor to invent elaborate scenarios of
disaggregated disposition in order to minimize total value. . . . For example, an
estate in possession of all shares of a corporation . . . could, under the regime urged
by the estate here, arbitrarily slice the . . . block so thinly as to deny attribution of a
control premium to any resulting block.*”’

Under these circumstances, the Commissioner would be justified in determining that it is not
in the public interest for PREMERA to enter into a Transaction that would result in the inability of
the Foundation Shareholder to ever realize the value of control which could have been obtained in
an alternative transaction or in the Proposed Transaction if it did not contain the restrictions at issue.
It is unclear whether such an alternative exists due to PREMERA’s lack of diligence regarding
mergers or affiliations, as discussed supra at section II1.D.2.e. E

PROPRIETARY MATERIAL REDACTED
Moreover, the Proposed Transaction creates the
potential for a two-step process (conversion/IPO followed years later by an acquisition), as opposed
to an integrated conversion/acquisition, such as the one proposed by CareFirst. Clearly, in the latter
situation, the public receives a control premium, assuming proper measures were followed by the

3% Foltz v. U.S. News & World Report, Inc., 865 F.2d 364, 372«(D.C. Cir. 1989).

37 Estate of Curry v. U.S., 706 F.2d 1424, 1428 (7th Cir. 1983); accord Foltz, 865 F.2d. at 372.
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nonprofit company’s board. However, in the former scenario, the public might not receive a full
control premium because some, if not all, of the Shares will have been divested. A two-step process
may be preferred by a BCBS plan, because in the first step the Commissioner would not have an
opportunity to consider other potential issues that may prevent an integrated conversion/acquisition.
The Proposed Transaction may in fact be the first step in such a two-step process. Nonetheless,
there is no strong evidence to suggest that PREMERA is attempting a two-step transaction; and thus,
the Commissioner may have an insufficient record upon which to base a fact-finding that the
Transaction is not in the public interest on this basis alone.

Assuming arguendo that there is not a viable alternative to the Transaction that provides a
greater value to the Foundation Shareholder, then the Commissioner has to determine whether the
Stock Governance Agreements are in the public interest. At the outset, it should be noted that many
of the restrictions on the Foundation Shareholder’s ability to sell its New PREMERA stock are
probably artifices required by PREMERA's interpretation of its agreement with the BCBSA as a
licensing condition.’®® Be that as it may, the public interest requires that the Foundation Shareholder
receive fair market value for its Shares. As presented as part of the Structural Issues, PREMERA
was given the opportunity to (1) provide unequivocal assurance that PREMERA’s fair market value
would be conveyed to the Charitable Organizations; and (2) include adequate measures to assure that
the consideration will be structured to take into account potential reductions in fair market value due
to the stock restrictions (including those related to liquidity, governance, and marketability) that are
included in the Stock Govemance Agreements. PREMERA has not addressed the foregoing
concerns, and without more, the Transaction is not in the public interest because fair market value
will not have been transferred to the Foundation Shareholder. Assuming that each of the restrictions
are absolutely necessary to maintain the BCBS license, the potential loss of the Mark must be found
to be more detrimental to PREMERA s value than the Foundation Shareholder’s loss in value of the
Shares due to the restrictions in order to justify maintaining the Mark. In the absence of such
finding, the Proposeéd Transaction fails the applicable legal requirement that fair market value be
conveyed to the Charitable Organizations. Although difficult to quantify, Blackstone has concluded
that the loss of the Mark would meaningfully affect PREMERA’s value due to the following:
" PROPRETARY MATERIAL REDACTED  §(2) entry of a new competitor with the Mark; and (3) membership
oss due to increased competition.’® Even if the Mark’s value outweighs the loss in the value of the
Shares due to the restrictions, PREMERA has not demonstrated that the restrnictions have been
minimized to the extent that the BCBS license is not revoked. Nor has any evidence been offered
of efforts to seek BCBSA’s agreement to eliminate or reduce these restrictions. As has been stated
previously, the Commissioner is not the applicant, and he is not required to amend the Transaction
on the applicant’s behalf. The evidence as currently available, weighs in favor of disapproval,
because fair market value will not have been transferred.

% See PREMERA Blue Shield License Agreement. at 0000123-26 (Jan. 12, 1995) (on file with C&B)
[CONFIDENTIAL]J; PBC License Agreement, at 000021 1-14 (on file with C&B) [CONFIDENTIAL).

** Blackstone Valuation and Faimess Report, supra note 35, at 9 [CONFIDENTIAL].
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The following subsection describes in greater detail the faimess, or lack thereof, of the
following agreements: (a) the Stock Restrictions Agreement; (b) the Voting Trust and Divestiture
Agreement; (c) the Registration Rights Agreement; (d) the Stockholder Protection Rights
Agreement; (e) the Excess Share Escrow Agreement; and (f) the Indemnification Agreement.

1. Fairness of Agreements

As discussed above, many of the restrictions are alleged to be required in order to maintain
the Mark. However, there is no evidence to support the assertion that all of the restrictions imposed
in the Proposed Transaction are, indeed, necessary to maintain that Mark. As a reference point,
some Consultants may use analysis of precedent transactions to demonstrate that less severe
restrictions have been permitted without the loss of the Mark. However, precedent transactions
merely provide evidence that the Proposed Transaction is not in the public interest because lesser
restrictions have been allowed by the BCBSA. These precedents do not establish that even the
lesser restrictions are in the Washington public’s interest or are the least restrictive available in this
Transaction without losing the Mark. Thus, without more, the Proposed Transaction fails the
requirements of the Holding Company Acts because fair market value cannot be transferred as a
result of the Stock Governance Agreements and other agreements. The following subsections
provide examples of some of the more egregious restrictions that impair the transfer of the fair
market value of the Shares, but by no means should be considered as the complete list of restrictions
that impair the transfer of fair market value. As discussed in greater detail in Blackstone’s report,
there are numerous other provisions that restrict the Foundation Shareholder’s ability to vote the
Shares, to sell the Shares, or to otherwise control the Shares.*

a. Stock Restrictions Agreement

The Stock Restrictions Agreement complies with RCW 23B.06.270, but some provisions are
not in the public interest. Moreover, provisions regarding board discretion® are required to
conform with changes made to the Washington Charitable Organization’s Articles of Incorporation
and Bylaws. The Stock Restrictions Agreement states that the Foundation Shareholder will allocate
a certain percentage of the proceeds from the sale of the Shares to the Washington Charitable
Organization.”” However, PREMERA has not identified the percentage to be allocated. Without
such an allocation percentage, PREMERA has not provided for the transfer of fair market value.
In fact, PREMERA has not provided for the transfer of any value whatsoever if the proceeds are not
allocated to the Charitable Organizations. While Regulators may themselves discuss this issue, it
is PREMERA that must provide for the transfer of fair market value, and the Regulators and

3 Id. at 51-59 [CONFIDENTIAL).

3" New PREMERA, Form A: Exhibit G-3, § 2.04, at 4 (Sept. 17, 2002), available at http://www.insurance.
wa.gov/special/premera/filing/ExhibitG-3.pdf.

S

2 Id. at § 2.04, at 4.
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Consultants are merely required to determine the fairness, or the lack thereof, as the case may be.
Therefore, the Transaction fails this fundamental legal requirement.

b. Voting Trust and Divestiture Agréement

The Voting Trust and Divestiture Agreement complies with RCW 23B.07.300, but some
provisions are not in the public interest. The Voting Trust and Divestiture Agreement’s provisions
have a significant effect on fair market value. This agreement is not in the public interest, because
it allows New PREMERA to effectively force the Foundation Shareholder to sell up to all of the
Shares upon such terms as approved by New PREMERA through an Independent Board Majority,**

which is defined as New PREMERA’s directors comprised of a majority of Independent Directors -

(as defined in New PREMERA s articles), and a majority of overall Board Directors at which a
quorum is present.’® During the period in which the Foundation Shareholder will own in excess of
50 percent of New PREMERA’s stock, this would enable New PREMERA, effectively, to force the
acceptance of a tender offer even if the owners of all other Shares of New PREMERA’s stock were
opposed to the tender offer. Moreover, giving such power to New PREMERA would put the
Foundation Shareholder at risk of having its Shares sold as a result of the acceptance of an
unreasonably low tender offer (below market value) or at a time beneficial only to New PREMERA.

Typically, provisions that compel a stockholder to divest its Shares pursuant to a
predetermined schedule would have a negative effect on the fair market value of that stock, because
those Shares are not freely tradeable. As has been stated previously, the Transaction should be
denied because fair market value will not have been transferred. Furthermore, it is not in the public
Interest to impose upon the Foundation Shareholder the burden of any portion of the expenses or
compensation of the Trustee, or the obligation to indemnify the Trustee, whose services would not
be required at all if PREMERA paid its fair market value to the Foundation Shareholder in cash on
the effective date of the Transaction, and whose services are largely structured to benefit
PREMERA.

c. Registration Rights Agreement

The Registration Rights Agreement complies with RCW 23B.06.270, but some provisions
are not in the public interest. For the reasons discussed supra at section IV.B, with respect to the
conceptAof “Independent Director” provided in the proposed Articles of Incorporation, any reliance

3 New PREMERA;., Form A: Exhibit G4, § 5.02, at 11 (Sept. 17, 2002), available at http://www.insurance.
wa.gov/special/premera/filing/ExhibitG-4.pdf.

¥ See id. art. I(x), at 5 (defining “Independent Board Majority” as in the Articles of Incorporation); New
PREMERA, Form A Exhibit B-1, art. III, § 2, at 2 (Sept. 17, 2002), available at http://www.insurance.wa.gov/
special/premera/filing/ExhibitB-1.pdf (providing, within the Articles of Incorporation, that an “Independent Board
- Majority” consists of “both a majority of the Independent Directors and a majority of the whole Board of Directors”).
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upon this provision in the Registration Rights Agreement is not in the public interest including,
without limitation, provisions regarding pricing, underwriter discounts, commissions, and holdback.

Moreover, it is contrary to the public interest to permit New PREMERA to force the
Foundation Shareholder to sell all or part of the Shares beyond what is required by the Voting Trust
and Divestiture Agreement, which is itself contrary to the public interest.**® The Purchase Option
reduces the value of the Shares, because that provision is another restriction on the Foundation
Shareholder’s ability to control the disposition of the Shares. Particularly troublesome would be the
scenario in which, but for the Commissioner’s disapproval of the concept of “Independent Director,”
which essentially controls the Foundation Shareholder, PREMERA could require the Foundation
Shareholder to sell the Shares to New PREMERA, at a price or time to be determined by New
PREMERA and the Foundation Shareholder (the latter being controlled by New PREMERA-
affiliated “Independent Directors™). Like the Voting Trust and Divestiture Agreement, the terms
of the Registration Rights Agreement prevent fair market value from being transferred to the
Foundation Shareholder. :

d. Stockholder Protection Rights Agreement

The Stockholder Protection Rights. Plan (the “Poison Pill Plan™) is governed by RCW
23B.06.020(1), which states in pertinent part that:

[1}f the articles of incorporation so provide, the board of directors may determine, in
whole or part, the preferences, limitations, voting powers, and relative rights, within
the limits set forth in RCW 23B.06.010(1)(b) and this section of (a) any class of
shares before the issuance of any shares of that class, or (b) one or more series within
a class, and designate the number of shares within that series, before the issuance of

any shares of that series.’*

Under New PREMERA’s Articles of Incorporation, the Board of Directors seems to have such rights
with regard to the preferred stock that may be issued, but not for the common stock.>’

Assuming the directors have the authority to create rights, the question remains as to whether
the particulars of the Poison Pill Plan comply with Washington law.

¥ See New PREMERA, Form A: Exhibit G-5, § 5, at 12-13 (Sept. 17, 2002), available at
http://www.insurance wa.gov/special/premera/filing/ExhibitG-5.pdf (listing, within § 5 (“Purchase Options™) of the
Registration Rights Agreement, scenarios whereby New PREMERA would have options to buy Shares from the
Foundation Shareholder).

3% RCW 23B.06.020(1).

¥ See New PREMERA, Form A: Exhibit B-1, art. i, § 1, at 1 (Sept. 17, 2002), available at
http://www.insurance.wa.gov/special/premera/filina/ExhibitB-1.pdf (giving the Board of Directors powers over the
division and voting-rights determination of preferred stock; similar powers over the common stock were not granted).
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A number of devices have been used by corporations in recent years to provide their
boards of directors with greater bargaining strength in the face of, or otherwise to
defend against, a takeover, including implementation of a staggered board, adoption
of supermajority voting provisions, share repurchases, self tenders, shareholder rights
plans. .., defensive sales or purchases of assets and issuances of shares. Although
Washington courts have never had occasion to consider these devices, Washington
courts almost certainly would consider the substantial body of Delaware case law on
antitakeover measures if called upon to consider such issues. Any analysis would
have to be based upon the basic elements of directors’ duties of care and loyalty
under Washington law.**®

A director must perform his duties: “(a) [i]n good faith; (b) [w]ith the care an ordinarily prudent
person in a like position would exercise under similar circumstances; and (c) [iJn a manner the
director reasonably believes to be in the best interests of the corporation.”” The director’s common
law duties of care and loyalty seem to be implied in Washington’s codified duties of directors.*®
Because the duties of care and loyalty in Delaware are embodied in Washington’s corporate statutes,
an analysis of poison pills under Delaware Law would be appropriate.

However, no further analysis will be conducted because poison pills have become very
widespread, and PREMERA ’s poison pill seems to be typical of those commonly used in the public
markets.*” There are indications that a trend is emerging that will reduce or eliminate the use of
these devices. And, the Proposed Transaction may still not be in the public interest to the extent that
it further entrenches management and provides additional barriers to the Foundation Shareholder’s
disposition of its Shares beyond those contained in the Stock Governance Agreements. Thus, the
Commissioner may have an adequate record upon which to base a finding that the Poison Pill Plan
1s contrary to the public interest.

e. Excess Share Escrow Agent Agreement

The Excess Share Escrow Agreement is merely an agreement designed to ensure the
performance of the Stock Governance Agreements, and has no significance as a stand-alone

3% STEWART M. LANDEFELD, ET AL., WASHINGTON CORPORATE LAW: CORPORATIONS AND LLCs § 13.17
(2002).

3% RCW 23B.08.300(1).

90 See STEWART M. LANDEFELD, ET AL., WASHINGTON CORPORATE LAW: CORPORATIONS AND LLCS § 8.4
(2002) (stating that “the two conventional concepts of the duty of care and the duty of loyalty [are] both . . . consistent
with Section 23B.08.300, when analyzing the statutory language™).

% See RONALD J. GILSON & BERNARD S. BLACK, THE LAW AND FINANCE OF CORPORATE ACQUISITIONS 741-
42 (2d ed. 1995) (describing the terms of a rights plan, which are similar to PREMERA’s proposal; the sample plan was
prepared by Wachtell, Lipton, Rosen & Katz, the law firm that originated such plans).
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agreement. Thus, the Excess Share Escrow Agreement, as a supplemental agreement to the other
Stock Governance Agreements, is not in the public interest to the extent that those agreements are

not in the public interest.
f. Indemnification Agreement

The Indemnification Agreement complies with Chapter 24.03 RCW and Title 23B RCW, but
is not in the public interest. The Indemnification Agreement requires that the Foundation
Shareholder indemnify New PREMERA for tax liabilities and other non-tax liabilities, including
claims arising with respect to the status of PREMERA as a nonprofit corporation and ownership
rights to PREMERA ’s assets relating to the consummation of the Transaction.*” Unlike the BCBSA
restrictions, the Indemnification Agreement is one that is imposed by PREMERA, and is not
required by a third party. Moreover, no argument can be made as to the breadth of the liabilities for
which the Foundation Shareholder is to indemnify New PREMERA (e.g.,, immediate tax
consequences or futures consequences), because PREMERA has unequivocally expressed that the
entire burden of these liabilities will be placed on the Foundation Shareholder.*® There is no
- reasonable justification that compels a finding that the Foundation Shareholder should indemnify
PREMERA with respect to any potential tax consequences or other liabilities, especially because
PREMERA is the applicant that has initiated this Transaction, and the Foundation Shareholder is
unlikely to have any influence on the events potentially giving rise to a liability indemnifiable under
the agreement. By law, the Foundation Shareholder is to receive fair market value.*® There is no
provision under Washington law for the conversion of a nonprofit corporation to for-profit form.
It is only through a series of formations of subsidiary for-profit corporations, dissolution of the
nonprofit parent corporations, and the use of the Foundation Shareholder as a temporary, non-voting,
shareholder of the new for-profit holding company, that PREMERA is able to accomplish its
- conversion. PREMERA’s “plan of conversion” constitutes a de facto “financing” of the payment
to the Foundation Shareholder of the fair market value, thereby allowing the business to continue
as a going concern and hold an IPO. Assuming, arguendo, that PREMERA’s “plan of conversion”

“?  See New PREMERA, Form A: Exhibit G-8, §§ 1(d), 2, 3 at 2-7 (Sept. 17, 2002) available at
htp://www insurance.wa.gov/special/premera/filing/ExhibitG-8.pdf (listing and defining the liabilites for which the
Foundation Shareholder would have to indemnify New PREMERA).

“3 See PREMERA Answers Consultant Exhibit B Questions, at 0030092 (Feb. 10, 2003) (on file with C&B)
(stating that PREMERA considers the scope of the Indemnification Agreement “to require the Foundation Shareholder
to indemnify PREMERA from the potential loss of the 1.R.C. § 833(b) deduction or other future tax liabilities as a result
of the loss of an existing tax status”).

“% RCW 24.03.225(3) (“Assets received and held by the corporation subject to limitations permitting their use
only for charitable, religious, eleemosynary, benevolent, education or similar purposes . . . shall be transferred or
conveyed to one or more domestic or foreign corporations, societies or organizations engaged in activities substantially
similar to those of the dissolving corporation™); ¢/ RCW § 70.45.070(5) (providing that an acquisition of a nonprofit
hospital by a for-profit entity may not be approved unless the nonprofit corporation will receive fair market value for
its assets).
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otherwise complies with applicable law, such plan must be disapproved as against the public interest
if it would place the Foundation Shareholder at unreasonable risk of not realizing, in cash, the fair
market value.*” The Indemnification Agreement does create such an unreasonable risk.

Without the Indemnnification Agreement, all of New PREMERA ’s shareholders will bear the
burden of the potential tax liability equally. If pursuant to GAAP, the tax issues rise to a level of
a contingent liability, then the entire value of New PREMERA’s shares will be impacted in the IPO.
If the tax liability is so speculative that customary business valuation methodology would not take
it into account, then the value of the Shares will not be reduced. According to PREMERA, the
potential liability does not rise to a level of a contingent liability. Yet, PREMERA has insisted on
imposing this burden on the Foundation Shareholder. This provision has the effect of reducing
materially the value of assets transferred to the Foundation Shareholder and the Charitable
Organizations (by subjecting them to potentially material liability), such reduction precluding the
transfer of fair market value to the public. Accordingly, the Commissioner would be justified in
disapproving the Transaction as against the public interest.**

2. Dilution/IPO Discount

PREMERA asserts that the charitable assets are protected because the Foundation
Shareholder will receive all of New PREMERA’s outstanding shares. As PREMERA indicated, the
price of a publicly-traded share of stock is generally based on earnings per share and price-to-
eamnings multiples, which are factors that can be quantified.*’ In addition, PREMERA asserts that
the value of the Shares will also be determined by the benefits that would be enjoyed by a public
company as well as a strong past performance of other BCBS IPOs. Although this proposition may
be true, PREMERA has not demonstrated that additional capital would improve its eamings or that
the strong past performance of other companies has any bearing on PREMERA’s performance. As
Blackstone indicates, a transaction in which PREMERA expects to raise between $100 million and
$150 million will result in a dilution of between 11 and 15 percent.*® On the other hand, an IPO of
between $25 million and $75 million will result in a dilution of between three and eight percent.
Substantial dilution in an IPO may result in fair market value not being transferred to the Foundation
Shareholder.  PREMERA does provide an alternate scenario in which projections are more
optimistic resulting in only minimal dilution. However, as Blackstone notes, that calculation is

“% Cf.RCW § 70.45.070(6) (providing that an acquisition of a nonprofit hospital by a for-profit entity may not
be approved if charitable funds will be placed at unreasonable risk through partial financing by the nonprofit
corporation).

4% Cf. RCW 70.45.070(6) (providing that an acquisition of a nonprofit hospital by a for-profit entity may not
be approved if charitable funds will be placed at unreasonable risk through partial financing by the nonprofit
corporation).

“7 IPO Analysis, at 0035347 (Apr. 25, 2003) (on file with C&B) [CONFIDENTIAL).

“%® Blackstone Valuation and Fairness Report, supra note 35, at 27 [CONFIDENTIAL].

Confidential Information — Not to be Distributed to the Public Except in Compliance with the Orders of the
Washington State Commissioner of Insurance — Final Report of Cantilo & Bennett, L.L.P., Page 107




inaccurate because PREMERA compared the alternate model after an IPO to management’s case
rather than against the alternate model absent an IPO.*® Moreover, significant weight should not
be given to the model because management does not have enough confidence in those projections
to present them to potential investors. '

In addition to the potential dilution of PREMERA’s value, shares sold at the time of an IPO
are, typically, discounted in order to facilitate a successful offering. Thus, the Foundation
Shareholder will receive less cash in exchange for the shares it is forced to sell during the IPO. As
Blackstone indicates, IPO discounts in precedent BCBSA conversions have averaged 28 percent and
32 percent for one-year and two-year forward P/E multiples, respectively.*

PROPRIETARY MATERIAL REDACTED
j As a result of these discounts,

ceteris parxbus the more shares that the Foundation Shareholder is forced to sell in the IPO, the less
cash that it will receive for each of those shares. Therefore, the Foundation Shareholder should not
be forced to sell a significant portion of the Shares at the IPO. For example, Blackstone
demonstrates that stocks typically perform well in the aftermarket.*’? Thus, the more shares sold at
the IPO, the less shares the Foundation Shareholder will have to partake in the potential aftermarket
“run-up” in the value of those shares sold at the IPO. Ultimately, the public interest is optimized
if decisions regarding the Foundation Shareholder’s disposition of the Shares are made
independently by parties whose sole or principal concem is the interest of the Charitable

Organizations.

V.  PRELIMINARY CONCLUSIONS

C&B has been engaged to provide an analysis and opinion as to: (1) whether PREMERA
has complied with the appropriate change of control filing requirements; (2) whether the Proposed
Transaction is economically viable; (3) whether PREMERA has complied with applicable law,
including the Washington Insurance Code, applicable WAC provisions, the Washington Nonprofit
Corporation Act, and certain provisions of federal law; and (4) whether the Proposed Transaction
is fair to policyholders, health care providers, and the public. C&B has also been asked to consider:
(5) the potential conversion-related self-dealing and conflicts of interest of PREMERA s officers
and directors; (6) the independence of the Foundation Shareholder and Charitable Organizations on
the one hand, and PREMERA on the other hand; and (7) the stock transfer documents, and the
related transfer of PREMERA s fair market value.

“® Id at 28 [CONFIDENTIAL].
4% Jd at 47 [CONFIDENTIAL].
“' Id. at 48 [CONFIDENTIAL).

“2 14 at 49 [CONFIDENTIAL].
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1. PREMERA has not complied fully with the appropriate change of control filing
requirements, Although PREMERA has provided a substantial amount of information, its Form A
cannot be deemed complete until the deficiencies found by the Commissioner have been satisfied,
which required timely submission of the stock ownership plans that New PREMERA intends to
adopt, and the schedule of assets and liabilities it intends to transfer to PBC-AK.

In determining the identity of the applicant, PREMERA suggests, inappropriately, that the
Disclaimer of Control filing is the mechanism which eliminates control. Whether or not control
exists (or would exist if the Proposed Transaction were implemented) depends on the elements of
the Transaction. The disclaimer can do no more than describe those elements. It cannot eliminate
control created by the Transaction. Thus, an appropriate explanation for the suggested absence of
control would cite to the Stock Governance Agreements and other organizational documents
intended to eliminate the Foundation Shareholder’s control of New PREMERA. Notably, by virtue
of those same and related provisions, those agreements may prevent the transfer of PREMERA’s
fair market value to the Foundation Shareholder and Charitable Organizations. Conveyance of .
PREMERA s fair market value is the fundamental legal requirement for satisfaction of the public’s
stake in the company. It is evident, in any event, that PREMERA has designed the Proposed
Transaction so that the Foundation Shareholder cannot exercise the authority and control typically
inherent in the level of ownership proposed for the recipient entity. Therefore, whether or not the
Stock Governance Agreements fail a fundamental legal requirement, for purposes of the public
policies underlying the Holding Company Acts and other applicable law, New PREMERA should
be treated as the acquiring person.

2. The Proposed Transaction is not economically viable. For purposes of C&B’s
Analysis, economic viability turns on whether the public’s interest in PREMERA is safeguarded in
the Proposed Transaction. In effect, that requires a determination as to whether the fair market value
of PREMERA will be conveyed to the Foundation Shareholder and the Charitable Organizations
and thereafter inure exclusively to the public benefit. Initially, economic viability involves the
extent to which PREMERA will be able to complete a successful IPO, which depends on several
factors including whether the company follows proper procedures in the [PO. However, there are
several potential negative factors that may affect the economic viability of the IPO, as reported by
Blackstone. Moreover, even a successful JPO properly conducted would not guarantee that the
Transaction will be economically viable in the sense described here. A variety of stock restrictions
and other conditions proposed by PREMERA to be imposed on the Foundation Shareholder are
likely to reduce materially the value of the consideration received by it for eventual distribution to’
the Charitable Organizations. That reduction may result in the aggregate consideration falling so
far short of PREMERA s fair market value that the applicable legal requirement will not have been
met. Moreover, the pervasive control that PREMERA proposes to retain over the Foundation
Shareholder presents a high probability that the assets conveyed will not inure exclusively to the
benefit of the public.

3. PREMERA has not complied with applicable law. Under the Washington
Insurance Code, the Commissioner must find none of the Holding Company Act’s six adverse
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criteria, the first two of which are: (1) after the change of control, the domestic health carrier would
not be able to satisfy a domestic health carrier’s registration requirements; or (2) there is substantial
evidence that the acquisition would substantially lessen competition or tend to create a monopoly
in insurance in Washington.*" ‘

The first criterion for approval under the Holding Company Acts involves the licensing and
registration requirements of PREMERA'’s health care service contractors and insurers without the
need for the converted entities to file new licenses or registrations. The OIC has indicated that it
will permit the licenses and registrations for the nonprofit companies to be transferred to the for-
profit companies if the Transaction's other requirements are met, because there does not appear to
be a material issue with respect to compliance with the underlying requirements.

The second criterion for approval involves the extent to which there is substantial evidence
that the acquisition would substantially lessen competition or tend to create a monopoly in insurance
in Washington. Although PREMERA has market power in Eastern Washington, there does not seem
to be an antitrust violation as a result of the Transaction, because it does not appear that the
Transaction will result in an immediate increase in market share. It is possible that access to
additional capital will enable PREMERA to engage in anti-competitive behavior that would not have
been possible without such capital. Nothing brought to C&B’s attention indicates an intent by
PREMERA to engage in such behavior. However, the need to satisfy investor expectations may
induce PREMERA to increase premium rates or reduce provider compensation, either or both of
which may have an adverse effect on the markets in which PREMERA operates.

Other applicable Washington Insurance Code provisions include whether PREMERA has
complied with the applicable Form D requirements for certain material transactions in 2 holding
company system between related entities, whether the insurance contracts of the current entities
should be transferred to the converted entities, and whether solicitation permits have been provided.
PREMERA'’s Form D appears to satisfy the applicable informational requirements. Moreover,
PwC’s analysis indicates that the Form D appears to satisfy the substantive requirements for the Cost
Agreement and Management Agreement, because those agreements, as well as charges for services
performed, do not appear to be unfair and unreasonable, and the expenses incurred and payments

received apparently will be allocated according to customary statutory accounting practices

consistently applied. The Tax Agreement, however, does not satisfy the foregoing legal standards
because one of the provisions may result in members being reimbursed for certain tax attributes
generated on a separate return basis. The transfer of insurance contracts between PBC and New
PBC, and LifeWise of Washington and New LifeWise of Washington, should not be approved as
contemplated in the Proposed Transaction in the absence of express adequate assurances that the
transfer will not result in adverse changes in the terms or cost of coverage. The Proposed
Transaction documents contain no such assurance. New PREMERA will be required to obtain

“ The remaining four criteria for approval under the Holding Company Acts are discussed in the fourth
conclusion.
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solicitation permits for the IPO and subsequent financing which will have to be reviewed by the
Commussioner to determine whether PREMERA has complied with applicable law. The proposed
form for the application for these permits are not included as part of the Proposed Transaction
documents, and C&B, therefore, cannot ascertain whether they will comply with applicable law.

The indemnification provisions for the indemnitees of the Foundation Shareholder and the
Washington Charitable Organization are far broader than the statutory requirements contained in
Titles 23 and 24 RCW. Even if permissible (a proposition that C&B does not believe is beyond
debate), such broader protective measures for PREMERA’s appointed directors of the Foundation
Shareholder are certainly not mandatory. It is therefore appropriate that the Commissioner
determine whether they are in the public interest. Moreover, certain bylaws of the Washington
Charitable Organization conflict with each other, and the Foundation Shareholder’s presumption of
assent requirement does not comply with statutory requirements. The exemption of the Foundation
Shareholder’s management from the prudent person rule standard of conduct would be unnecessary
and not in the public interest if it extended beyond the requirement that the Foundation
Shareholder’s assets be concentrated temporarily in New PREMERA stock. As currently written,
PREMERA'’s and PBC’s Plans of Distribution could be construed as suggesting that PBC does not
hold any assets restricted to charitable, benevolent, or similar purposes, and do not require that those
assets be used only for such purposes. Therefore, these documents are not in the public interest.
In other respects, C&B has concluded that the various transfer of asset agreements would comply
with applicable law. The primary applicable non-tax federal laws are The Clayton Act and its
amendment, the HSR. Although PREMERA will have to submit an HSR filing to the DOJ and the
FTC, The Clayton Act’s substantive federal antitrust requirements probably do not apply to the
Proposed Transaction, because PREMERA’s market share immediately prior to, and after, the
Transaction will be the same. :

4. The Proposed Transaction may not be fair to policyholders, health care
providers, and the public. The last four criteria for approval under the Holding Company Acts
require that the Commissioner not find that: (1) the acquiring party’s financial condition is such as
might jeopardize the health carrier’s financial stability or prejudice its subscribers’ interest; (2) the
plans or proposals that the acquiring party has to liquidate the health carrier, sell its assets,
consolidate or merge it with any person, or to make any other material change in its business or
corporate structure or management are unfair and unreasonable to the health carrier’s subscribers,
and not in the public interest; (3) the competence, experience, and integrity of those persons who
would control the health carrier’s operations are such that it would not be in the interest of the health
carrier’s subscribers, and of the public, to permit the acquisition of control; or (4) the acquisition is
likely to be hazardous or prejudicial to the insurance-buying public.

As a result of the Transaction, PREMERA may lose the benefits of the LR.C. § 833(b)
federal income tax deduction. Although PREMERA currently has certain tax credits to offset such
a loss, projections indicate that those credits would be exhausted by 2007. Moreover, although
PREMERA’s cash flow may not be altered, the lower “book” net income may affect adversely
investor perception as to PREMERA profitability. PwC has determined that the risk of PREMERA
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experiencing a “material change in structure” and attendant loss of tax benefits, is significant. Thus,
approving the Transaction may not be in the public interest due to the potential negative financial
impact to the company, policyholders, and public. Moreover, the level of “tax comfort” provided
by E&Y is significantly lower than customary tax opinions with respect to a transaction of this
magnitude. PREMERA will also face increased premium tax obligations in Alaska.

The fourth criteria for disapproval requires an analysis into whether the plans or proposals
that the acquiring party has to liquidate the health carrier, sell its assets, consolidate or merge it with
any person, or to make any other material change in its business or corporate structure or
management are unfair and unreasonable to the health carrier’s subscribers, and not in the public
interest. As a starting point, the standard by which this determination is to be made should be
considered. Additionally, this factor focuses heavily on the public interest. Therefore, as a further
preliminary step, an analysis of the meaning of “public interest” is appropriate using various
principles of statutory construction, such as the ordinary meaning of the term, policy considerations,
and the doctrine of in pari materia.  The ordinary meaning of the terms and policy considerations
reflect a balancing of interests. Moreover, in reviewing the Washington Nonprofit Hospital
Conversion statutes, the doctrine of in pari materia further supports the assertion that significant
weight should be afforded to the impact of the Proposed Transaction upon the health of the
Washington public. As a practical matter and general proposition, in making a determination as to
whether the Transaction is unfair and unreasonable to subscribers or policyholders, and not in the
public interest, the Commissioner may elect to balance the Transaction’s anticipated adverse
consequences to the subscribers, policyholders, and the public with the Transaction’s potential
benefits. In due course, this factor of the Holding Company Acts requires an analysis of the impact
of the Proposed Transaction on availability, accessibility, and affordability of health insurance,
including potential negative financial impacts on subscribers, policyholders, and providers, and the
consequences for uninsured and underinsured populations. This analysis also delves into greater
detail into management’s due diligence obligations.

Regarding the effect on the availability, accessibility, and affordability of health insurance,
analysis is required as to whether PREMERA will be compelled to raise premiums or reduce
provider costs. Premiums may rise as a result of shareholder pressure to improve profitability. On
the other hand, provider compensation may be reduced to achieve the same result. PwC has
analyzed the markets in which PREMERA operates and has determined that it has the market power
to increase rates significantly in the individual and regulated small group markets. PwC’s economic
impact report shows that PREMERA has consistently fallen short of its target financial results.
Shareholders may pressure management to improve profitability by increasing revenues or reducing
costs. Premium rates could be a prime source for an increase in revenues, especially in areas where
PREMERA has market power, and historically has not maximized the rates it could charge to
subscribers while still remaining somewhat competitive. Moreover, the subscribers that would most
be affected are individual and small group members, due to the greater ability to affect those
markets. Based on PwC’s economic impact analysis, the Commissioner has sufficient evidence on
the record to support disapproval should he make a finding that the Transaction will cause a rise in
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premium rates or a decline in provider payments, particularly in Eastern Washington, due to
shareholder pressures.

As demonstrated by PwC, PREMERA will have the ability to increase premiums to achieve
internal target returns, but will still underperform as compared to publicly-traded comparable
companies. Assuming that PREMERA does indeed raise premiums due to shareholder pressures,
PwC’s model also shows that certain members will most probably be compelled to drop coverage,
or new enrollment may decline. These consequences of the Proposed Transaction may cause an
increase in the number of uninsureds, or reduce access to health insurance in the communities where
PREMERA has market power. The Commissioner; therefore, has sufficient evidence on the record
to disapprove the Proposed Transaction on this basis. Additionally, in areas such as rural Eastern
Washington where PREMERA is functionally a single player, a particular concern is whether
New PREMERA may leave the market if it cannot realize a sufficient return on investment.

In balancing the interests of the public, the Commissioner will be justified in giving little
weight to PREMERA ’s implication that approving the Transaction will prevent premium increases,
which otherwise might be necessary to raise capital, because such an implication does not have merit
based on PREMERA's proposed uses of new capital. PREMERAs assertions that the Proposed
Transaction will somehow provide a substantial benefit to the company, due to an improved RBC
ratio or for technological expenditure, is also not very persuasive given the lack of evidence to prove
these assertions. In fact, there exists significant evidence to the contrary. However, assuming the
Commissioner finds that the Transaction produces negative effects to subscribers, policyholders,
providers, or the public, then the Transaction should be disapproved, unless PREMERA
demonstrates other countervailing positive effects. PREMERA’s suggestion that the Foundation
Shareholder and Charitable Organizations will provide benefits to offset the negative effects
produced by the Transaction should be given little weight due to the lack of evidence provided by
PREMERA.

PREMERA’s outright rejection of some possible alternative transactions, such as merger,
raises several potential problems. First, PREMERA’s arguments in favor of becoming for-profit are
less persuasive. Second, the board may not have met its due diligence duties. Third, PREMERA
may have forever foregone the Foundation Shareholder’s opportunity to receive a control premium.
PREMERA does not appear to have satisfied its due diligence obligations in authorizing the
Transaction, because it did not explore adequately the possibility of relying upon a possible merger
to raise the desired capital. Its deliberation regarding alternatives to the Proposed Transaction were
hampered by the imposition of artificial conditions, such as the imperative of retaining “local
control.” Moreover, it is possible that PREMERA could have postponed efforts to raise capital until
its need was more fully developed and articulable. Additionally, PREMERA and its experts did not
explore the amount of capital that could be generated through merger/sale with potential partners
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that might have enabled PREMERA to pursue one of its core objectives, having a local presence.*!*
Rather, management seems to have assumed, without conducting reasonable due diligence, that no
such merger/sale candidate existed. By themselves, these weaknesses in PREMERA s due diligence
may not compel rejection of the Proposed Transaction. However, they are an additional significant
factor the Commissioner may consider in evaluating whether the Proposed Transaction is in the
interest of policyholders and the public.

The public interest also requires a determination of whether any conflicts of interest or self-
dealing existed, and whether fair market value would be transferred to the Washington public. This
analysis is discussed in the next conclusion.

5. The Proposed Transaction presents potential conversion-related self-dealing and
conflicts of interest of PREMERA’s officers and trustees. PREMERA’s consideration of
management retention in determining whether to convert, if there was no apparent need, could raise
the specter of a conflict of interest. There remains substantial debate as to the validity of
PREMERA’s assertion that the Proposed Transaction is needed to improve management retention.
If the Commissioner’s factual inquiry produces a conclusion that this was not in fact a compelling
meritorious motive for the transaction, it will be important to ascertain whether benefits to
management played a meaningful role. On October 17, 2003, PREMERA finally provided the
contemplated executive compensation plans after nearly a year of requesting those plans. But the
plans submitted only address benefits expected for the two years following the conversion. In any
event, it will be necessary to determine whether anticipated management benefits present a conflict
of interest of sufficient magnitude to make the Proposed Transaction contrary to the public interest.
‘Due to PREMERA s failure to provide these plans prior to the October 15, 2003, deadline to amend
the Form A, C&B and the other Consultants cannot express a conclusion as to whether, in this
respect, PREMERA’s management engaged in self-dealing, or as to whether there exists such a
conflict of interest. Moreover, as discussed earlier, without sufficient time to review the
completeness of PREMERA’s submission, the Form A must still be deemed incomplete.

6. The Foundation Shareholder and Charitable Organizations would not be
sufficiently independent from PREMERA. The Foundation Shareholder proposed in the first
instance to receive the consideration for the public’s stake is far from independent from PREMERA.
Indeed, it is probable that the Foundation Shareholder will be subject to substantial influence or
control by PREMERA and that, at least some of its activities will be conducted for PREMERA s
benefit. The proposed inclusion of “Independent Directors” does not alter this conclusion because
they will not in fact be independent, they will be PREMERA’s, nominees consisting

“* Itis notable that the Blue Cross industry remains in a state of flux. While certain recent conversions have
been rejected or abandoned for a variety of reasons (such as those in Kansas, Maryland, the District of Columbia,
Delaware, North Carolina, and New Jersey), consolidation among Blue Cross plans continues unabated. As this report
goes to press, WellPoint and Anthem, the “giants” of the industry, have announced their intent to merge, creating the
country’s second largest health insurer. These developments illustrate in some measure the breadth of possibilities and
call into question the merit of PREMERA’s “stand-alone” strategy.
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of: (1) PREMERA’s, PBC’s, or their predecessors’ current or former Board members, or
(2) individuals nominated by PREMERA and elected or appointed by a majority vote of the
Independent Directors. The possibility that the Foundation Shareholder will lobby for certain health
insurance regulatory issues creates the concern that the offices of the Foundation Shareholder will
be utilized for PREMERA’s benefit.*?

7. Elements of the stock transfer documents undermine the transfer of
PREMERA'’s fair market value. The Stock Governance Agreements prevent the transfer of fair
market value to the Foundation Shareholder. These agreements are as follows: -(a) the Stock
Restrictions Agreement; (b) the Voting Trust and Divestiture Agreement; (c) the Registration Rights
Agreement; (d) the Stockholder Protection Rights Agreement; (e) the Excess Share Escrow
Agreement; and (f) the Indemnification Agreement. Some of the more egregious restrictions have
been identified, while Blackstone has supplemented this analysis with a review of various other
terms as compared to prior transactions as a reference point. The Stock Restrictions Agreement
indicates that an undetermined percentage of New PREMERA’s shares will be conveyed to the
Washington Charitable Organization and the Alaska Charitable Organization. PREMERA has, thus,
not provided for the transfer of any value, much less fair market value. The Voting Trust and
Divestiture Agreement propose to compel the Foundation Shareholder to divest its Shares according
to a predetermined schedule over a five-year period, without regard to the effect of this schedule on
the interests of the Foundation Shareholder or the Charitable Organizations. Typically, provisions
that compel a stockholder to divest its shares pursuant to a predetermined schedule can have a
negative effect on the value of that stock, because those shares are not freely tradeable. To that
extent at Jeast, such restrictions are not in the public interest. Moreover, the Foundation Shareholder
will be required to transfer its voting rights in its Shares to New PREMERA, depriving it of any
control over the company of which it will be the largest shareholder and which, at least initially, will
be the Foundation Shareholder’s and Charitable Organizations’ largest asset. The proposed
requirement that the Foundation Shareholder be liable, at least in part, for the expenses or
compensation of the Trustee, and the obligation that it indemnify the Trustee, may be contrary to
the interests of the Foundation Shareholder and the Charitable Organizations. The Trustee’s services
would not be required at all if PREMERA paid its fair market value to the Foundation Shareholder
in cash on the effective date of the Transaction. Moreover, control of the Foundation Shareholder
by PREMERA has the effect of requiring the public assets to indemnify PREMERA for its own
conduct.

The lack of independence envisioned in the Registration Rights Agreement undermine the
public interest to the extent that PREMERA retains effective control of such matters as pricing,
underwriter discounts, commissions, and holdbacks. The proposed Purchase Option for PREMERA

“® In meetings following the deadline for amending the Form A, PREMERA representatives expressed.
willingness to adopt remedial measures for these problems. However, no detail for such measures were provided, and
PREMERA declined innumerable opportunities to address these concerns before the amendment deadline. C&B’s report
addresses the Proposed Transaction as described through that amendment deadline. Speculation as to how it might be
improved in the future cannot serve as the basis for an evaluation of the Form A pending before the Commissioner.
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* deprives the Foundation Shareholder of investment flexibility to a degree that may further
undermine the value of the stock ostensibly conveyed for the benefit of the public. In addition, the
Stockholder Protection Rights Agreement may have the effect of entrenching management, contrary
to the public interest. The Indemnification Agreement unfairly places the entire burden of potential
tax consequences and other expenses, as a result of the Transaction, on the Foundation Shareholder.
There is no reasonable justification for requiring that the Foundation Shareholder indemnify
PREMERA with respect to any potential tax consequences. PREMERA is the applicant that has
initiated this Transaction, and the Foundation Shareholder is unlikely to have any influence on the
events potentially giving rise to a liability indemnifiable under the agreement. In addition to the
Stock Governance Agreements, the IPO, as currently contemplated, will result in the significant
dilution of the Shares. Morever, the Foundation Shareholder will be compelled to absorb the IPO
discount typically applied to shares sold in an IPO. In these respects, the Commissioner has
sufficient evidence on the record to find that the Transaction does not convey fair market value and

is not in the public interest. :

In summary, the Form A presents a complex and pervasive Proposed Transaction, many of
the results of which cannot be predicted with much certainty. This Final Report, and the reports of
other consultants, identify many potential pitfalls. There are elements of the proposed conversion
that are designed in a manner inherently contrary to the interests of the policyholders and the public.
Other aspects of the Transaction create the possibility for such unfairness. Many of these issues
have been brought to the attention of PREMERA’s management throughout this process, but the
applicant has elected to proceed with its proposal largely intact. Under the circumstances, C&B
believes that the record presents ample indication that the Proposed Transaction, as currently
structured, fails the applicable legal requirements and should be rejected.

C&B does not mean by this report to imply that PREMERA could not have proposed a
conversion that would satisfy all applicable legal requirements. These observations apply only to
the Transaction specifically proposed, which PREMERA consistently elected not to alter in response
to previews of these comments. It is certainly possible that PREMERA could amend its Form A in
a way that would be found by the Commissioner to address satisfactorily those of these conclusions
as the result of which he might find that the Proposed Transaction must be rejected. It is not
inappropriate to ponder why PREMERA has so steadfastly refused to amend its Form A long before
this point in the process. This unwillingness is all the more startling in the face of PREMERA’s
subsequent indications that it would have been willing to adopt measures that might have eliminated
many of the concerns outlined in this and other evaluations of the Proposed Transaction. This
“litigation-style” tactic may leave the Commissioner no alternative but to reject this application, in
turn putting PREMERA in the position of having to choose between: appealing the rejection, filing
an improved application, or abandoning its plans: That it may find itself in that position is
lamentable, because it was so easily avoidable.
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Document Delivery Form r
1/24/2003 0:00 Committee minutes for the last two years
10/18/2002 0:00 Premera Special Meeting of Board of Directors Minutes
10/18/2002 0:00 Premera Blue Cross Special Meeting of Board of Directors Minutes
10/6/2002 0:00 Premera and Premera Blue Cross Board of Director Meeting Minutes from Retreat of 10/6-8/02
8/14/2002 0:00 Premera and Premera Blue Cross Board of Director Meeting Minutes
1/24/2002 0:00 Premera Special Meeting of Board of Directors
2/14/2001 0:00 Premera and Premera Blue Cross Board of Director Meeting Minutes
10/31/2002 0:00 Premera Investment, Audit & Compliance Committee Interim Meeting Minutes
8/13/2002 0:00 Premera Investment, Audit & Compliance Committee Meeting Minutes
7/30/2002 0:00 Premera Investment, Audit & Compliance Committee Interim Meeting Minutes
5/13/2002 0:00 Premera Investment, Audit & Compliance Committee Meeting Minutes
2/12/2002 0:00 Premera Investment, Audit & Compliance Committee Meeting Minutes
10/18/2002 0:00 Premera Special Meeting of Governance Committee Minutes
10/7/2002 0:00 Premera Special Meeting of Governance Committee
10/1/2002 0:00 Premera Special Meeting of Governance Committee
8/13/2002 0:00 Premera Governance Committee Meeting Minutes
5/13/2002 0:00 Premera Governance Committee Meeting Minutes
4/16/2002 0:00 Premera Governance Committee Meeting Minutes
4/2/2002 0:00 Premera Governance Committee Meeting Minutes
2/12/2002 0:00 Premera Governance Committee Meeting Minutes
1/23/2002 0:00 Premera Governance Committee Meeting Minutes
8/13/2002 0:00 Premera Quality Committee Meeting Minutes
5/13/2002 0:00 Premera Quality Committee Meeting Minutes
-2/12/2002 0:00 Premera Quality Committee Meeting Minutes
1073172002 0:00 Premera Blue Cross Investment, Audit & Compliance Committee Meeting Minutes
8/13/2002 0:00 Premera Blue Cross Investment, Audit & Compliance Committee Meeting Minutes
7/30/2002 0:00 Premera Blue Cross Investment, Audit & Compliance Committee Meeting Minutes
5/13/2002 0:00 Premera Blue Cross Investment, Audit & Compliance Committee Meeting Minutes
2/12/2002 0:00 Premera Blue Cross Investment, Audit & Compliance Committee Meeting Minutes
10/18/2002 0:00 Premera Blue Cross Special Meeting of Governance Committee
10/7/2002 0:00 Premera Blue Cross Special Meeting of Governance Committee
10/1/2002 0:00 Premera Blue Cross Special Meeting of Governance Committee
8/13/2002 0:00 Premera Blue Cross Meeting of Governance Committee
5/13/2002 0:00 Premera Blue Cross Meeting of Governance Committee
4/16/2002 0:00 Premera Blue Cross Meeting of Governance Committee
4/2/2004 0:00 Premera Blue Cross Meeting of Governance Committee
2/12/2002 0:00 Premera Blue Cross Meeting of Governance Committee
1/23/2002 0:00 Premera Blue Cross Meeting of Governance Committee
12/11/2001 0:00 Premera Blue Cross Investment, Audit & Compliance Committee Meeting Minutes
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0025802

25806 8/7/2001 0:00 Premera BI Compliance Committee Meeting Minutes
0025807 0025812 5/8/2001 0:00 Premera Blue Cross Investment, Audit & Compliance Committee Meeting Minutes
0025820 0025821 8/7/2001 0:00 Premera Blue Cross Governance Committee Meeting Minutes ’
0025822 - 0025823 6/28/2001 0:00 Premera Blue Cross Governance Committee Meeting Minutes
0025824 0025826 5/8/2001 0:00 Premera Blue Cross Governance Committee Meeting Minutes
0025827 0025830 3/30/2001 0:00 Premera Blue Cross Governance Committee Meeting Minutes
0025831 0025837 2/13/2001 0:00 Premera Blue Cross Executive and Governance Committee Meeting Minutes
0025838 0025843 12/11/2001 0:00 Premera Governance Committee Meeting Minutes
0025844 0025845 8/7/2001 0:00 Premera Governance Committee Meeting Minutes
0025846 0025847 6/28/2001 0:00 Premera Governance Committee Meeting Minutes
0025848 0025850 5/8/2001 0:00 Premera Governance Committee Meeting Minutes
0025851 0025854 3/30/2001 0:00 Premera Governance Committee Meeting Minutes
0025855 0025862 2/13/2001 0:00 Premera Executive and Governance Committee Meeting Minutes
0025863 0025870 12/11/2001 0:00 Premera Investment, Audit & Compliance Committee Meeting Minutes
0025871 0025875 5/8/2001 0:00 Premera Investment, Audit & Compliance Committee Meeting Minutes -
0025882 0025888 2/13/2001 0:00 Premera Investment, Audit & Compliance Committee Meeting Minutes
0025889 0025891 8/7/2001 0:00 Premera Quality Committee Meeting Minutes
0025892 0025894 5/8/2001 0:00 Premera Quality Committee Meeting Minutes
0025895 0025897 2/13/2001 0:00 Premera Quality Committee Meeting Minutes

Document Delivery Form responding to request number C 224 providing total claim inventory counts,
estimated amount billed and expected amount paid for year end 2000, year end 2001 and month end for
each month of 2002. Premera does not have data onsite to calculate monthly or quarterly claims pipeline

0025898 0025899 -1/23/2003 0:00 for 2000 and 2001.
Document Delivery Form responding to request number C249 - investment policies were provided as part
0025900 112172003 0:00 of request WA 100

Document Delivery Form responding to request number C250 for summary of portfolio rating and type
of asset for each of the last three years see requests E404, Z836 and Z837, and asset type for 12/31/00,

0025901 172172003 0:00 12/31/01 and 9/30/02. For 1999 see schedule D's in request #20
Document Delivery Form responding to request number C251 providing a description of any external
0025902 0025903 172172003 0:00 asset management relationships

Document Delivery Form responding to request number C252 - for investment losses and or write downs
funding the last three years see WA 97 for 1997 through 6/30/02, See 101 for 6/30/02 and 9/30/02, and

0025904 112172003 0:00 C253 for 12/31/02

Document Delivery Form responding to request number C253 providing current problem asset watch list
0025905 0025944 172112003 0:00 for PBC, SWL, LW-WA, LW-OR, MSC Life as of 12/31/02

Document Delivery Form responding to request number E 450 providing copies of Premera Board and
0025945 1/24/2003 0:00 Committee minutes where the Dimensions plans were discussed.
0025946 0025965 8/16/2000 0:00 Premera Blue Cross Board of Director Meeting Minutes
0025966 0025983 12/6/2000 0:00 Premera Board of Directors Meeting Minutes

10/27/2003 Page 33 Appendix 1 - Premera Doc Log




PREMERA DOCUMENT LOG

iBegBates

Document Delivery

0025984 0025985 172172003 0:00 agreement details for 97 - 01 and B& ST agreements for 01 and 02
: Document Delivery Form responding to request number E460 providing AR balances greater than $5
0025986 0025988 1/21/2003 0:00 million as of 9/30/02 or 12/31/01 and description of balance

Document Delivery Form responding to request number E461 providing 12/31/01 prepaid expense
reconciliation, 9/30/02 prepaid expense reconciliation and explanation for E & O and D & O prepaid

0025989 0025994 1/21/2003 0:00 balance . |
Document Delivery Form responding to request number E463 providing most recent actuarial report |
0025995 0026056 1/21/2003 0:00 regarding company's pension plan
Document Delivery Form responding to request number 471 providing expiration schedules of net
0026057 0026059 1/21/2003 0:00 operating loss carry forward and AMT credit carry forward

Document Delivery Form responding to request number E 472 providing investment allocation/portfolio
composition as of 12/31/02, list of asset managers and portfolio size at 12/31/03 and duration analysis as

0026060 0026063 172172003 0:00 of 12/31/03

’ Document Delivery Form responding to request number Z805A providing electronic version of 9/30/02
0026064 0026065 1/21/2003 0:00 YTD administrative costs by line of business by cost center.

Document Delivery Form responding to request number WA 20A providing historic statutory annual

0026066 1716/2003 0:00 statements
0026067 0026136 12/31/1990 0:00 Annual Statement of Blue Cross of Washington and Alaska
0026137 0026218 . 12/31/1991 0:00 Annual Statement of Blue Cross of Washington and Alaska
0026219 0026331 12/31/1992 0:00 Annual Statement of Blue Cross of Washington and Alaska
0026332 0026437 12/31/1993 0:00 Annual Statement of Blue Cross of Washington and Alaska
0026438 0026561 12/31/1994 0:00 Annual Statement of Blue Cross of Washington and Alaska
0026562 0026736 12/31/1995 0:00 Annual Statement of Blue Cross of Washington and Alaska
0026737 0026916 12/31/1996 0:00 Annual Statement of Blue Cross of Washington and Alaska
0026917 0026998 12/31/1990 0:00 Annual Statement of States West Live Insurance Company
0026999 0027061 12/31/1991 0:00 Annual Statement of States West Live Insurance Company
0027062 0027134 12/31/1992 0:00 Annual Statement of States West Live Insurance Company
0027135 0027220 12/31/1993 0:00 Annual Statement of States West Live Insurance Company
0027221 0027319 12/3171994 0:00 Annual Statement of States West Live Insurance Company
0027320 0027427 12/31/1995 0:00 Annual Statement of States West Live Insurance Company
0027428 0027530 12/31/1996 0:00 Annual Statement of States West Live Insurance Company
0027531 0027634 12/31/1994 0:00 Annual Statement of MSC Life Insurance Company
0027635 0027753 12/31/1995 0:00 Annual Statement of MSC Life Insurance Company
0027754 0027860 12/31/1996 0:00 Annual Statement of MSC Life Insurance Company
0027861 0027955 12/31/1994 0:00 Annual Statement of Pacific Health and Life Insurance Company
0027956 0028068 12/31/1995 0:00 Annual Statement of Pacific Health and Life Insurance Company
0028069 0028183 12/31/1996 0:00 Annual Statement of Pacific Health and Life Insurance Company
0028184 0028255 12/31/1990 0:00 Annual Statement of Medical Service Corporation
0028256 0028331 12/31/1991 0:00 Annual Statement of Medical Service Corporation
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0028332 0028414 12/31/1992 0:00 >=::m_ m::o.:o_: of Zma_om_ mnz_no Ooaoi:o:

0028415 0028511 12/31/1993 0:00 Annual Statement of Medical Service Corporation
0028512 0028638 12/31/1994 0:00 Annual Statement of Medical Service Corporation
0028639 0028748 12/31/1995 0:00 Annual Statement of Medical Service Corporation
0028749 0028853 12/31/1996 0:00 Annual Statement of Medical Service Corporation
0028813 0025819 2/13/2001 0:00 Premera Blue Cross Investment, Audit & OQBES:S Committee Meeting Minutes
0028854 0028892 12/31/1990 0:00 Annual Statement of HealthPlus
0028893 0028930 12/31/1991 0:00 Annual Statement of HealthPlus
0028931 0028964 12/31/1992 0:00 Annual Statement of HealthPlus
0028965 0029003 12/31/1993 0:00 Annual Statement of HealthPlus
0029004 0029042 12/31/1994 0:00 Annual Statement of HealthPlus
0029043 0029087 12/31/1995 0:00 Annual Statement of HealthPlus
0029088 0029129 12/31/1996 0:00 Annual Statement of HealthPlus
Document Delivery Form providing response to request 26B - revised spoit PL file with Washington,
0029130 0029131 1/28/2003 0:00 Alaska and other split out.
Document Delivery Form providing response to request 27B providing historic line of business reports
0029132 0029136 1/28/2003 0:00 for MSC for 1991 and 1992 |
0029137 0029138 1/28/2003 0:00 Document Delivery Form providing response to request WA 110
Document Delivery Form providing response to request C206 providing copy of organizational charts by
0029139 0029230 1/24/2003 0:00 vice president
Document Delivery Form providing response to request 242 providing historical and proposed
0029231 0029232 1/24/2003 0:00 accounting changes and rationale (statutory and GAAP)

Document Delivery Form providing response to request C254 providing information technology panel
presentation to Board on 8/13/02, and individual meetings were held with Al Smith and all his direct VP

0029233 0029256 1/24/2003 0:00 reports during month of December 2002.
Document Delivery Form providing response to request D301 EoSa_:m chart showing o<2_mv of
0029257 0029258 1/24/2003 0:00 number of providers in Dimensions networks and existing HMO, PPO and PAR plan networks

Document Delivery Form providing response to request D302 providing list of networks excluded from

data response in connection with printout of number and type of provider contracts in each network by
0029259 0029260 11/14/2002 0:00 county and provides reasons for exclusion. .

Document Delivery Form providing response to request E462 providing custodial reports supporting the

assets in accounts 14200, 14210, 14205, 14215, 14216, reconciliation of accounts 14200, 14210, and

0029261 0029311 1/23/2003 0:00 actuarial report for DB SRP plan
Document Delivery Form providing response to request E466 providing CD with n_mo:o—:o version of
0029312 1/28/2003 0:00 forecasting model with all formulas and assumptions.
Document Delivery Form providing response to request 467 - see E466 for mo_.nnumszm model with all
0029313 1/28/2003 0:00 formulas and assumptions
Document Delivery Form providing response to request 470 see E466 for forecasting model and Split PL )
0029314 1/28/2003 0:00 file.
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Document Delivery Form providing response to request 484 RVCM is consistent with the audited
financial statements at the net income level and reflects the accounting practices currently in use. The
crosswalk tabs detail the reclasses necessary to get to the audited statements. The 2002 RVCM will agree
0029315 1/28/2003 0:00 to the 2002 audited statements

Document Delivery Form providing response to request 485 - annual statements are prepared on a
statutory basis while the financial information. in request #26 is on a GAAP basis. Refer t the splitPL file
0029316 1/28/2003 0:00 for the reconciliation of #26 to audited statements and request #23 for the GAAP to STAT reconciliation. -
Document Delivery Form providing response to request 486 - the $611K on the quality solutions
premium revenue line for outlook 2002 should be reported as zero. However, since the cell was not
0029317 1/28/2003 0:00 picked up in the consolidated total, the consolidated total will not change and is correct.

Document Delivery Form providing response to request 488 - the reconciliation provided in request #814
was for Premera BC ERRP. States West Life has a 9/30/02 ERRP balance of $1.7 million for certain
groups life, dependant life, short term disability and stop loss coverage's. SWL, ERRP reconciliation as

0029318 0029320 1/28/2003 0:00 9/30/02 and 12/31/01, The Premera BC reconciliation's were provided for Request #814

0029321 0029322 1/28/2003 0:00 Document Delivery Form providing response to request 489 - providing narrative on claims paid for ASC
Document Delivery Form providing response to request 490 providing revenue recognition for

0029323 0029326 1/28/2003 0:00 noninsured business gross versus net memo

Document Delivery Form providing response to request 492 providing narrative regarding estimates from
0029327 0029328 .  1/28/2003 0:00 outside actuaries Watson Wyatt for FAS 106 expense.
Document Delivery Form providing response to request 493 - providing narrative re: Premera getting

0029329 0029330 1/28/2003 0:00 estimate from outside actuaries Watson Wyatt for pension expense.
Document Delivery Form responding to request WA 03 providing organization chart showing
0029331 0029339 2/2/2003 0:00 organizational history of Premera, 1933 to present. ’
Document Delivery Form providing response to request WA 06 providing copies of Premera Blue Cross
0029340 2/4/2003 0:00 Board and Committee minutes.
0029341 0029358 5/15/2002 0:00 Premera Blue Cross Board of Director Meeting Minutes
0029359 0029366 . 5/14/2002 0:00 Premera Blue Cross Special Meeting of Board of Directors Minutes
0029367 0029381 2/12/2002 0:00 Premera Blue Cross Board of Director Meeting Minutes
0029382 0029387 1/24/2002 0:00 Premera Blue Cross Special Meeting of Board of Director Minutes
0029388 0029399 1/12/2001 0:00 Premera Blue Cross Board of Director Meeting Minutes
0029400 0029405 9/9/2001 0:00 Premera Blue Cross Board of Director Meeting Minutes
0029406 0029419 8/8/2001 0:00 Premera Blue Cross Board of Director Meeting Minutes
0025420 0029437 5/9/2001 0:00 Premera Blue Cross Board of Director Meeting Minutes
0029438 0029440 1/23/2002 0:00 Premera Blue Cross Governance Committee Meeting Minutes
0029441 0029451 2/12/2002 0:00 Premera Blue Cross Governance Committee Meeting Minutes
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0029452

0029454
0029511
0029512

0029786

0029796

0029798

0029804

0029806

0029808

0029809

0029811

0029813

0029814

0029453

0029510
0029784

0029795
0029797
0029803

0029805

0029807

0029810

0029812

0029824
10/27/2003

Document Delivery Form providing response to request WA 112 providing schedule on severance

1/30/2003 0:00 other payroll expenses not otherwise payable under a qualified or non- qualified plan

Document Delivery form providing response to request WA 120 and 121 providing summary of la

1730/2003 0:00 against Premera and initiated by Premera
2/1/2003 0:00 Document Delivery form providing response to request 219 - see response to request 483

Document Delivery Form providing response to request E 448 providing additional presentations

2/4/2003 0:00 regarding Diinensions

Document Delivery Form responding to request 465 providing response to questions by Marcus G

and

wsuits

arrett

in memo-e-mail dated 1/6/03; schedule of $195,282 broken out by account; and schedule of unrealized

2/1/2003 0:00 gains/loses as of 9/30/02
" Document Delivery Form responding to request E468 providing schedule of projected premium ta

1/30/2002 0:00 Alaska 2002-2003 under the conversion and status quo
Document Delivery Form providing response to request E476 providing 2/13/02 presentation to Premera

2/2/2003 0:00 Board re: conversion and post-conversion expenses.

xes for

Document Delivery Form providing response to request 477 - narrative stating that requést 466 provided

electronic version of the forecasting model. The formulas for the G&A expenses are detailed in this

model. Overall assumption was made to gain efficiencies in Om«> as a percent of revenue, No am::_
2/1/2003 0:00 projections were made by type of G&A expense.

Document Delivery Form providing response to request 480 providing schedule showing net investment

/1/31/2003 0:00 income and gain on sale of securities for requests 26 and 74 allocated to WA, AK and other.

Document an:<nQ form providing response to request 482 instructing to see information supplied as part
2/1/2003 0:00 of requests Z805 and Z842 which has G&A expenses by line of business by cost center.

Document Delivery Form providing vaozmm to request E487 - The Risk and Contingent Charge i
annual amount that represents an overall risk and uncertainty estimate for the projection and is not

1/29/2003 0:00 allocated to lines of business. This amount represents less than 1% of premiums each year.

Document Delivery Form providing response to request 491 - providing narrative re: the Compan

S an

y has a

nongqualified defined contribution plan, nonqualified defined benefit retirement plan and a deferred
1/28/2003 0:00 compensation plan covering officers and/or executive management.

Document Delivery Form providing response to request 494 - The tax benefit netted against the
2/1/2003 0:00 unrealized gain/loss in OCI at 9/30/02 was a debit balance of $1,630,154.

Document delivery form providing response to request 495 - the difference between the GAAP an

d

STAT fair value of fixed income securities as both 9/30/02 and 12/31/01 is due to the statutory valuation
provided by the Securities Valuation Office of the NAIC being different that the valuation provided by

Bank of New York for GAAP purposes. Also provides 12/31/01 and 9/30/02 documentation of

1/28/2003 0:00 reconciliation of Schedule D's to GL for PBC, SWL, LWO, LWW, MSL for book value
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0029845

0029913

0029922

0029923

0029924
0029925

0029926

0029947
0030057
0030058

0030079

003008t

0030083

0030093
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0029826
0029844
0029912

0029921

0029946

0030056

0030078

0030080

0030082

0030092

0030239
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Document Delivery Form providing response to request 2842 - Electronic version of 9/30/02 YTD
administrative costs by line of business by cost center with FEP AK, Med Supp AK, ASC AK, MMP AK,
2/1/2003 0:00 MMP WWA and MMP EWA broken out. '
Document Delivery Form providing response to request number WA 03 - providing summary of
2/5/2004 0:00 significant corporate transactions for each Premera Entity. ’
Document Delivery Form providing response to request number WA 28 - providing December 2002
2/11/2003 0:00 officer's financial & operational review
Document Delivery Form providing response to request number WA 109 - providing copy of
2/4/2003 0:00 employment agreement between Premera and Brian Ancell.
Document Delivery Form providing response to request number C 264 - for information re: post
conversion operations see strategy presentations included in WA 04 and financial projection model filed
in Exhibit 7 of Form A and in WA 74; a history of the company's organizational structure is found in
2/10/2002 0:00 request WA 3. :
Document Delivery Form providing response to request number C 265 - information for this request can
2/10/2003 0:00 be found as the response to previous request C 208.
Document Delivery Form providing response to request number C 267 - External reserve certifications
were previously described in response to request C 233. All external reserve certifications can be found
2/10/2003 0:00 as part of Premera's annual Statutory Statements :
Document Delivery Form providing response to request number C 268 - WA 38 addresses NAIC IRIS
2/10/2003 0:00 ratios. C247 addresses bank lines and additional liquidity.
Document Delivery Form providing response to request number E 430 - providing membership and
2/7/2003 0:00 billing reports requested by Kristian Magnani in December 2002.
Document Delivery Form providing response to request number E 430 - providing listing and examples
of reports used in the membership and billing process. Including individual EOS reports, group
2/7/2003 0:00 membership and billing reports and Blue Chip system reports.
, Document Delivery Form providing response to request number E 473 - providing calculation of
1/28/2003 0:00 potential exit fees related to severance of relationship with BCBSA for total of $22,811,100.
Document Delivery Form providing response to request number 469 providing pension disclosure as of
2/6/2003 0:00 12/31/02 from Watson Wyatt.
Document Delivery Form providing response to request number E 475 - providing schedule and detail on
2/6/2003 0:00 historical "other income" and "other expenses”. :
Document Delivery Form providing response to request number 483 providing RVCM OIC file with
Med Supp AK and FEP AK broken out for 1997 and 1998. Also RVCM has been updated to include
2/6/2003 0:00 12/31/02 year to date information
Document Delivery Form providing response to request number - Exhibit B questions- providing
2/10/2003 0:00 Premera's answers to consultant questions. : :

BT

Document Delivery Form providing S.muo-_mo to request number WA 13 - providing copies of additional
2/10/2003 0:00 correspondence between Premera and BCBSA regarding proposed conversion transaction.
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Document Delivery Form providing response to request ::BGQ w_oa a a_mncmm_on on. projected nOmG
associated with being a public company was submitted in response to request E476 bates range 29798 -

0030240 2/11/2003 0:00 29803.

Document Delivery Form providing response to request number E 411 - providing a copy of Guidelines
0030241 0030295 2/10/2003 0:00 to Administer Membership Standards Applicable to Regular Members.

Document Delivery Form providing response to request number 459 - providing budget versus actual
0030296 0030297 2/11/2003 0:00 analysis of costs related to the Facet system by year.

Document Delivery Form providing response to request number E 481 - providing schedule and detail
0030298 0030299 2/11/2003 0:00 on historical other income and other expenses by state.

Document Delivery Form providing response to _‘nncom. number 844 - providing list of Alaska contracts -
0030300 0030326 2/10/2003 0:00 and their renewal dates.

Document Delivery Form providing response to request number 854 - providing 12/31/02 GAAP
0030327 0030341 2/12/2003 0:00 MD&A, and 12/31/02 Balance sheet, Income Statement, Changes to Equity and Cash Flow

Documerit Delivery Form providing response to request number WA 13 - providing additional
0030342 0030357 2/13/2003 0:00 correspondence between Premera and BCBSA regarding the conversion.

Document Delivery Form providing response to request number WA 25 for response to this request see
0030358 0030360 2/13/2003 0:00 bates ranges 15757 - 15959, 21812 - 21839, and 25145 - 25422,

Document Delivery Form providing response to request number WA 27 - Premera believes that this item
0030361 2/13/2003 0:00 is complete as of 2/13/03

Document Delivery Form providing response to request number WA 36 - Premera follows NAIC
0030362 2/12/2003 0:00 prescribed statements of statutory accounting principles in preparing its statutory financials.

Document Delivery Form providing response to request number WA 115 - Re-confirming that there have

0030363 2/12/2003 0:00 been no federal security filings in regard to Premera's proposed conversion and proposed IPO.
Document Delivery Form providing response to request number C 213 - Premera has provided 1999 data
0030364 2/12/2003 0:00 for Washington and does not have similar reports for Oregon and Alaska. )
. Document Delivery Form providing response to request number C228 - providing description of Premera
0030365 0030368 2/13/2003 0:00 Complaint and Appeals process, and description of availability of complaint data.

Document Delivery Form providing response to request number C 255 - For discussion of Premera's
current system focus and areas of future focus see response to request C254, schedule of projected capital
expenditures at WA 78, as of 2/11/03 a more detailed analysis of systems needs and timing does not

0030369 2/11/2003 0:00 exist.
Document Delivery Form providing response to request number C 266 - providing commission addenda
0030370 0030409 2/12/2003 0:00 for each product, and description of different commission structures for all products.

Document Delivery Form providing response to request number E 474 Sale/leaseback schedule was
) previously provided in response to request E409, none of the sale/leaseback arrangements in place as of
0030410 2/12/2003 0:00 12/31/02 have terms that extend into 2007, Premera believes item is complete as of 1/28/02.
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Document Delivery Form providing response to request number 845 - answers to questions in request

0030411 2/12/2003 0:00 845 are found as part of answers to Exhibit B item numbers 5, 6, and 7 bates range 30083 - 30092,

Document Delivery Form providing response to request number 846 - answers to questions in request
0030412 2/12/2003 0:00 846 are found as part of the answers to Exhibit B item number 8, bates range 30083 - 30092

Document Delivery Form providing response to request number WA 89C - follow-up response for 89C is
0030413 2/13/2003 0:00 an exact duplicate of the follow-up request to D304,

Document Delivery Form providing response to request number E479 - conference calls to discuss
0030414 1/12/2003 0:00 financial results for 2002 are scheduled for February 24 and 25, 2003

Document Delivery Form providing response to request number E464 Premera has provided information
0030415 1712/2003 0:00 to fulfill this request on January 28, 2003 bates range 25984 - 25985 .

. Document Delivery Form providing response to request number WA 65 - complete copies of all Premera

0030416 2/12/2003 0:00 rate filings for 2000 - 2002 were provided at bates range 12654 - 15552,

Document Delivery Form providing response to request number E 409 - information previously provided
0030417 2/12/2003 0:00 on January 26, 2003 and January 28, 2003 at bates range 20544 - 20545. .

Document Delivery Form providing response to request number E 443 - providing copy of response to
0030418 0030435 2/13/2003 0:00 request for determination of tax liability by Premera to State of Washington

Document Delivery Form providing response to request number 861 - providing tax basis of assets and
liabilities immediately preceding the merger (tax adjustments only) and taxable income of PHP for the 5

0030436 0030438 2/10/2003 0:00 years preceding the merger.
_ Document Delivery Form providing response to request number 860 providing copy of contingency
0030439 0030442 2/5/2003 0:00 analysis as of 12/31/02 )
Document Delivery Form providing response to request number 859 providing copy of support for
0030443 0030446 -2/12/2003 0:00 valuation allowance NOL. :
Document Delivery Form providing response to request number 858 - providing copy of effect of the non-
0030447 0030448 2/5/2003 0:00 life status of SWL on the realization of the regular tax NOL CF
. Document Delivery Form providing response to request number 857 providing copy of non-Blues taxable
0030449 0030453 2/5/2003 0:00 income 1997 - 2001 .
Document Delivery Form providing response to request number 855 - providing copy of MSC adjusted
0030454 0030456 2/14/2003 0:00 surplus .
Document Delivery Form providing response to request number WA 49, E 438, and E 439, providing
0030457 0030532 2/13/2003 0:00 copy of Long-Form Opinion.
Document Delivery Form providing response to request number WA 20 - Premera has provided all
0030533 , 2/17/2003 0:00 Statutory Annual Statements in its possession.
Document Delivery Form providing response to request number WA 36 - Premera follows NAIC
0030534 2/12/2003 0:00 prescribed statements of statutory accounting principles in preparing its statutory financials.

Document Delivery Form providing response to request number WA 53, B 108, B 109, E 441, E 452,
and E 453, providing calculations and assumptions underlying calculations performed to model impact of
| 0030535 0030574 2/14/2003 0:00 sections 382 and 833 on effective tax rate. . :
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ry Form providing response to request number B 141 Premera hias not received copies

of all consultants executed engagement terms thereby cannot provide complete detail for its assumptions

re: detailed listing of and supporting documentation for, estimated transaction costs that will be incurred
0030575 0030576 2/18/2003 0:00 by Premera and its affiliates.

Document Delivery Form providing response to request number C 214 providing list of top 10 agents for

each of the last three years by product group for States West Life by year by Premium (2000 - 2002),

Long Term Care Individual - WA and AK (2001 and 2002), Matrix detailing Premera products and
0030577 0030590 2/18/2003 0:00 availability of data to rank brokers with explanation of deficiencies.

Document Delivery Form providing response to request number C222 - Premera believes it has provided

responsive documentation in response to request. It is unclear what additional information is being
0030581 2/13/2003 0:00 requested.

. Document Delivery Form providing response to request number C 260 - for purposes of responding to

this request, Premera has interpreted the phrase plans to acquire to mean potential transactions in which

Premera, with approval of its board, has entered into a mutual non-disclosure agreement with a third

party as a precursor (o a potential acquisitive. As such Premera has no plans to acquire other health plans
0030582 2/18/2003 0:00 or other businesses anywhere. .

Beg Bates Ty Fnd Bates - Document Date pamel v i
Document Delive

Document Delivery Form providing response to request number C 263 - Premera asked for clarification
0030583 2/13/2003 0:00 of his request at January 7, 2002 meeting and has not received a response as of February 13, 2003,
Document Delivery Form providing response to request number E 403 - Premera has asked for the
rationale for his request given 1) the terms of the agreement have been previously discussed and are
modeled in the WA 74 financial projections and 2) the prohibition o disclosure due to confidentiality
obligations contained in the contract. Premera awaits a response from consultants in order to respond to
0030584 2/13/2003 0:00 this request.
Document Delivery Form providing response to request number E425 - Consultant follow up response
states "we need an organization chart mapping current incumbents hierarchy, title, reporting relationships
and function areas for VPs and higher. As part of the response to C206 on 1/31/03, Premera provided

0030585 12/16/2002 0:00 organization charts at the Vice President level.
Document Delivery Form providing response to request number E454 providing a copy of the
0030586 0030588 2/18/2003 0:00 memorandum re: Section 337(d).
: Document Delivery Form providing response to request number B 160 - providing electronic copy of
0030589 0030590 2/18/2003 0:00 Alaska membership for 12/02,01,00 by line of business, group name, zip code and county.
0030591 2/18/2003 0:00 Document Delivery Form providing response to request number B 161 - see response to request 160

Document Delivery Form providing response to request number E 432 electron copy of the number of
Premera enrollees, total premiums paid by or for those-enrollees, and total claims by category of provider

0030592 0030594 2/19/2003 0:00 for those enrollees separately for each LOB for each county in Washington.
’ Document Delivery Form providing response to request number E 434 providing an electronic copy of
0030595 0030596 2/18/2003 0:00 June 1998 members by line of business, county and region. ’
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quest number E 446, E 447, and E 449 - providing
materials related to Premera's Dimensions plans, including information related to financial performance,

0030597 0031169 2/19/2003 0:00 competitive analyses and correspondence. : .

. Document Delivery Form providing response to request number WA 99, C249-253 providing year end

summaries of investment performance for 1997 - 2002 as presented to Premera's investment, audit and

0031170 0031427 2/19/2003 0:00 compliance committee

Document Delivery Form providing response to request number E446, E447, and E449 providing

materials related to Premera's Dimensions plans, including information related to financial performance

0031428 0031635 2/20/2003 0:00 competitive analyses and other correspondence -

atewiiE i
Document D

Document Delivery Form providing response to request number 842b providing copy of email to Kim
0031636 0031638 2/20/2003 0:00 Jacobson dated 1/27/03, in response to item 842b re: admin through September request Z80SA
Document Delivery Form providing response to request number 849 Premera has sought clarification
from PWC as to whether the information in this request is still necessary. To date, Premera has not
- 0031639 2/20/2003 0:00 received a response.

Document Delivery Form providing response to request number WA 4 providing page from Operations
Update from August 26, 1999 United and QualMed's plans for existing Washington Market. And page
from Operations Update from December 1, 1999 mentioning QualMed's plans for exiting Washington

0031640 0031642 2/20/2003 0:00 Market.
Document Delivery Form providing response to request number WA 4 providing copy of presentations
0031643 9931762 2/20/2003 0:00 made to Premera Board of Directors at Annual retreat October 11 - 12, 1999 '
Document Delivery Form providing response to request number WA 05 providing copies of additional
0031763 0031935 2/21/2003 0:00 correspondence and materials between Premera and Goldman Sachs

Document Delivery Form providing response to request number WA 13 - providing information on
history of FTC antitrust concerns about physician and hospital control of Blue Plans, Public BCBSA
statements on North Carolina Conversion, BCBSA minutes from 1971 re: nen-provider majority
. requirement for plan boards, R Wilson email dated July 2, 2002 re: summary of BCBSA conversion
0031936 0032143 2/21/2003 0:00 provision requirements. .
Document Delivery Form providing response to request number WA 74 providing a follow-up request
for STAT reconciliation for the projection model. Premera does not do STAT projections. STAT
adjustments to calculate capital surplus can be found in the projection modet on the consolidated model
0032144 2/20/2023 0:00 page (Line 213).
Document Delivery Form providing response to request number WA 128 providing copy of 6/27/02
decision to become publicly held Q&A, 9/4/02 conversion public hearings memo and FAQ, 11/02
conversion update from Gubby Barlow, 12/13/02 consumer group rally memo, 1/23/03, premera in the
0032172 0032194 2/12/2003 0:00 news (WSHA suit) memo, and 2/14/03, conversion update memo.
Document Delivery Form providing response to request number C219 Premera has provided this
information using GAAP in response to' request E483. Premera does not do STAT financials by line of
0032195 . . 2/20/2003 0:00 business.
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Document Delivery Form providing response to request number WA 109, C209-211 providing copy of
2/24/2003 0:00 employment agreement for Kent Marquardt

Document Delivery Form providing response to request number E 427A providing supplement copies of
2/21/2003 0:00 GL detail for revenue accounts for source date in tab Premium per RVCM

Document Delivery Form providing response to request number 863 providing electronic copy of AK
2/21/2003 0:00 from A financials which shows GASP to STAT. (note CD not attached.)

Document Delivery Form providing response to request number WA C204 providing summary of major
2/24/2003 0:00 joint venture arrangements including revenue and pre-tax profit contribution for the last three years

Document Delivery Form providing response to request number WA 04 Premera has provided

presentations in response to requests which discuss Dimensions at E448, Premera systems strategy at
2/24/2003 0:00 C254, and Premera's work with Goldman Sachs at WAO0S5 o

Document Delivery Form providing response to request number WA 05 - documents that have been

provided in request WAO4 are authored by Goldman Sachs are the only presentations that have been
2/26/2003 0:00 made to the Premera Board of Directors .

Document Delivery Form providing response to request number WA 13 Premera has provided all

correspondence in its possession, subject to those items listed on Premera's privilege log, between it and
2/26/2003 0:00 the BCBSA related to the proposed conversion and related or alternative transaction.

Document Delivery Form providing response to request number WA 74 Per ties February 25, 2003

meeting with consultants, Premera will be providing a revised 2003 budget and projections through 2007
2/26/2003 0:00 by 3/7/03, also see 868. :

Document Delivery Form providing response to request number WA 128 providing July 2002 Premera

Connection Employee Newsletter, Gubby Barlow's opening remarks for broker symposium, and current
2/26/2003 0:00 and proposed structure diagram used in various meetings to discuss the transaction structure.

Document Delivery Form providing response to request number C201 which asks for 3 years of strategic

and or business plans. Premera does not use business plans in its strategic planning. Ask for clarification
2/24/2003 0:00 from consultants.

Document Delivery Form providing response to request number C234 There have been no actuarial
2/26/2003 0:00 appraisals as to the value of the company or any lines of business performed within the last three years.

Document Delivery Form providing response to request number C246 - PPESC report dated 10/9/97 :

regarding BCWA, letter to Betty Woods dated 1/21/99 re: PPFSC monitoring and letter to Betty Woods
2/26/2003 0:00 dated 4/13/00 re PPFSC monitoring ’

Document Delivery Form providing response to request number E 445 providing copy of five year salary
2/26/2003 0:00 histories for all Premera benchmark jobs. -
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orm providing response to request number E 457 providing electronic version of
Draft Schedule D as of 12/31/02 for PBC, Ewoimmn OR, LiveWise WA, MSC Life and SWL (note

0032290 0032291 2/22/2003 0:00 electronic version not attached)

Document Delivery Form providing response to request number E458 - Work paper from 1999 property
0032292 0032292 2/22/2003 0:00 valuation ' ’

Document Delivery Form providing response to request number Z862 providing electronic version of
0032296 0032297 2/22/2003 0:00 2003 by line of business, market business segment and entity. (note CD not attached.)

Document Delivery Form providing response to request number 866 providing Premera answers to
0032298 0032301 2/26/2003 0:00 questions raised by Consultants in advance of 2/25/03 cost allocation meeting.

Document Delivery Form providing response to request number WA04 providing 2003 Strategic
0032302 0032318 3/4/2003 0:00 Platform presentation as presented at Premera Performance and Outlook Meeting on February 26, 2003

Document Delivery Form providing response to request number WAOS providing Additional
0032319 0032321 3/4/2003 0:00 correspondence between Premera and Goldman Sachs

Document Delivery Form providing response to request number E434a providing electronic copy of June
0032322 0032323 3/3/2003 0:00 1998 members by line of business, county, region, for Eastern WA counties

Document Delivery Form providing response to request number 860 & 870 providing Additional
materials related to the pricing of Premera's Dimensions plans. Included in the response to this request

are the 2002 rate filings specific to the Dimensions plans. These documents were previously produced
0032324 0032343 3/4/2003 0:00 pursuant to WA65

Document Delivery Form providing response to request number 860 & 870 providing Additional

materials related to the pricing of Premera's Dimensions plans. Included in the response to this request

are the 2002 rate filings specific to the Dimensions plans. These documents were previously produced
0032324 0032343 3/4/2003 0:00 pursuant to WA65

Document Delivery Form providing response to request number E 432A providing for each county in

Washington State the number of Premera enrollees, total premiums paid by for those enrollees and total

claims by category of provider for those enrollees, separately for each LOB for the year 2001, and for the

0032344 0032347 3/5/2003 0:00 year to date 2002 on CD

Document Delivery Form providing response to request number C213 providing chart reflecting Oregon
0032348 0032349 3/5/2003 0:00 Market share data as of 6/99

Document Delivery Form providing response to request number WA 04 providing copies of
0032350 0032442 3/10/2003 0:00 presentations to be made by Premera management to A.M. Best at March 12, 2003 meeting

Document Delivery Form providing response to request number WA 55 providing copy of memorandum
0032443 0032445 3/10/2003 0:00 dated 3/5/03 regarding changes to Premera's executive financial counseling program

Document Delivery Form providing response to request number 865 providing copy of handout provided
0032446 0032486 37772003 0:00 to consultants at February 24, 2003 financial follow-up meeting.

Document Delivery Form providing response to request number 867 providing updated Premera
projection model for the year end 2002, the 2003 revised budget, and the projections for period from
0032487 0032490 3/7/2003 0:00 2004 through 2007.
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Document Un__<mQ mc:: vBSa:.m response .o request :::&m_, mam Eosa_:m noav_n_o noﬂ m:onu:o:
model for all of 2002 broken down by line of business as previously provided ::ccm_._ o\uo\on in request

0032491 0032492 3/7/2003 0:00 Z805A

Document Delivery Form Eoi&:m response to request number E457A providing: electronic version of
0032493 0032494 3/12/2003 0:00 final Schedule D as of 12/31/02 for PBC

) Document Delivery Form providing response to request number 843 providing: ASO Market share

0032495 0032497 3/10/2003 0:00 estimates for Washington, Alaska and Oregon with listing of main competitors

Document Delivery Form providing response to request number WA06 providing: December Board of
0032498 0032541 3/13/2003 0:00 Committee Minutes for Premera and Premera Blue Cross

Document Delivery Form providing response to request number 242A providing: Historical and
0032542 0032543 3/13/2003 0:00 proposed accounting changes (statutory and GAAP) dollar impact.

Document Delivery Form providing response to request number E432 providing: for each county in
Washington State, provide, in electronic form, the # of Premera enrollees, total premiums paid by or for
those enrollees, and total claims by category of provider for those enrollees, separately for each LOB for
0032544 0032545 3/13/2003 0:00 the year 2001, and for year to date 2002 (through November 2002)
Document Un:<nq Form providing response to request number E445A providing: 1998, 1999, 2000
base salaries/annual bonuses earned/long-term incentives earned by the CEO, all EVP's, Jack McRae and
Curtis Taylor; 2002 annual bonus eamed by the CEO, all EVP's, all SVP's and all Benchmark Jobs; 2002
long-term incentive eamned by the CEO and all EVP's and all SVP's; Current executive deferred
compensation account balances for the CEO, all EVP's and SVP's; In addition, the following key dates

0032546 0032553 3/13/2003 0:00 for each executive (date of birth, date of hire, date of promotion to SVP)
Document Delivery Form providing response to request number 469A providing: FAS106 and DBSRP
0032554 0032592 '3/13/2003 0:00 disclosure as of December 31, 2002 from Watson Wyatt our outside actuary

Document Delivery Form providing response to request number 498 providing: GAAP to Stat worksheets
as 12/31/02 for PBC, SWL, LifeWise OR, LifeWise WA, MSC Life; Premera and Premera BC
consolidating statements as of 12/31/02; Audited Statements will be provided as received; Accounts
receivable aging as of 12/31/02; Explanation of accounts receivable accounts over $5 mm as of 12/31/98;
Detail of prepaid account 13500 as of 12/31/02; There are no additional non-recurring items other than

0032593 0032686 3/12/2003 0:00 those identified as of 9/30/02; Experience Rated Refund Payable reconciliation as of 12/31/02
Document Delivery Form providing response to request number 498 providing: Missing page from
0032673A 6/3/2003 0:00 request 498

Document Delivery Form providing response to request number E5S04 providing: the package of BCBSA
materials as noted at Bates Range 0030327 was a set of BCBSA model documents. Roger Wilson of the
BCBSA was supposed to send the materials to Mr. Domeika in advance of their meeting on June 26,
2002. However, Mr. Wilson did not send the materials in advance of the meeting. Moreover, Premera
0032687 3/11/2003 0:00 has already supplied a set of the BCBSA Model documents pursuant to WA 13.
0032688 3/13/2003 0:00 question and answer to Question #21

10/27/2003 Page 45 Appendix 1 - Premera Doc Log




PREMERA DOCUMENT LOG

N s v s SEAIU eSS SR e et
Document Delivery Form providing response to request number WA 05 providing: email from Robert -
0032689 0032691 3/13/2003 0:00 King re: OIC Case Management Order :
0032692 0032698 3/6/2003 0:00 Document Delivery Form providing response to request number WA 49 providing:
, Document Delivery Form providing response to request number 26C providing: WA 26 Revised line of
0032699 0032700 3/21/2003 0:00 business report for year-end 2002 :
0032701 0032703 3/20/2003 0:00 Document Delivery Form providing response to request number C210-211 providing:

Document Delivery Form providing response to request number E445B providing: 1998, 1999, 2000
base salaries for the CEO, all EVP's, Jack McRae and Curtis Taylor; 2002 annual bonus earned by the
CEOQ, all EVP's, Jack McRae and Curtis Taylor; 1998, 1999 and 200 long-term incentive earned by the
CEO and all EVP's, Jack McRae and Curtis Taylor; 2002 annual bonuses earned by the CEO, all EVP's,
all SVP's and all Benchmark Jobs; 2002 long-term incentive earned by the CEO and all EVP's and all
SVP's; Current executive deferred compensation account balances for the CEO, all EVP's and SVP's; In
addition, the following key dates for each executive (date of birth, date of hire, date of promotion to

0032704 0032707 3/21/2003 0:00 SVP) .
. Document Delivery Form providing response to request number 498A providing: Audited statements
0032708 0032739 3/20/2003 0:00 Consolidated Premera GAAP as of 12/31/02

Document Delivery Form providing response to request number 871 providing: Supporting worksheets
for other income/expense, investments income and realized gain (loss) that describes how the split

0032740 0032746 3/21/2003 0:00 between WA and AK was calculated through year-end 2002.

0032747 3/21/2003 0:00 Document Delivery Form providing response to request number 872 providing: SEE Z871
Document Delivery Form providing response to request number 500 providing: Description of the

0032748 0032749 3/18/2003 0:00 administrator and the insurance company behind physicians pension plan.

Document Delivery Form providing response to request number 501 providing:Silchester International
Value Equity Trust Fund prices at: 12/31/01, 12/31/02, 1/31/03; PBC held this investment at 12/3 1/01,
0032750 0032751 -3/20/2003 0:00 12/31/02, 1/31/03

Document Delivery Form providing response to request number 502 vao«.m&:w“ Description of reasoning
behind rate of decrease of the health care cost trend assumption used in developing PBO for other post-

0032752 0032755 3/20/2003 0:00 retirement benefits. Copy of page of Watson Wyatt presentation which shows survey results
Document Delivery Form providing response to request number 867 providing: Electronic recast of
0032756 0032757 3/21/2003 0:00 projection model

Document Delivery Form providing response to request number WA 65 providing rate filings of
LifeWise of Washington, PBC large group, medicate supplement, SEHI Small Group for Oregon, Small

0032758 0033808 3/26/2003 0:00 Group for Alaska
Document Delivery Form providing response to request number WA 82 providing updated underwriting

0033809 0033859 3/25/2003 0:00 manual as of March 2002.

’ Document Delivery Form providing response to request number WA 91 providing Dimensions addenda

0033860 0033867 3/26/2003 0:00 for standard provider contracts )
Document Delivery Form providing response to request number E 511 providing Premera responses to

0033868 0033874 3/26/2003 0:00 list of questions (dated March 24, 2003) posed by Marcus Garrett (PWC).
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0033875 0033881 3/25/2003 0:00 statements for PBC, SWL, MSC Life, LifeWise of OR and LifeWise of WA
- Document Delivery Form providing response to request number WA?28 providing: Officer's Financial and

0033882 0033948 3/26/2003 0:00 Operational Review for 1/31/03 (beige book)

Document Delivery Form providing.response to request number B157 & B164 providing: electronic
0033949 0033950 3/27/2003 0:00 copies of fee schedules and procedure codes in response to consultants' revised requests

Document Delivery Form providing response to request number B157 providing: Providence Alaska
0033951 0033953 3/27/2003 0:00 Inpatient and Outpatient Claims Experience Analysis

Document Delivery Form providing response to request number B164 providing: Alaska Fee Schedule as -
0033954 0033955 3/27/2003 0:00 a percent of Medicare

Document Delivery Form providing response to request number E509 providing: chart regarding Care

Facilitation Programs; BST Tiered Network Development Guidelines; chart regarding Dimensions Actual
0033956 0033965 3/27/2003 0:00 Groups & Members-2003

Document Delivery Form providing response to request number E512 providing: Premera Responses to

follow up questions (requested during March 26, 2003 conference call) posed by Marcus Garrett (PWC)
0033964 0033965 3/27/2003 0:00 attached hereto

Document Delivery Form providing response to request number WA 20 providing copies of 2002 annual
0033966 0034518 3/31/2003 0:00 statement for Premera Blue Cross, LifeWise of WA, LifeWise of OR, States West Live and MSC Life

Document Delivery Form providing response to request number B160A providing on CD revised Alaska
0034519 0034520 13/28/2003 0:00 membership for December 2002, 2001, 2000 by line of business, group name, zip code and county
. Document Delivery Form providing response to request number B160A providing: Revised electronic
copy of Alaska membership for Dec. 2002, 2001, 2000 by line of business, group name, zip code and

0034519 0034520 3/28/2003 0:00 county
Document Delivery Form Eos&:m response to request number E 445C providing salary, bonus and lon-
0034521 0034522 . 3/21/2003 0:00 term incentive information for Sigrun Lane and karen Bartlett
Document Delivery Form providing response to request number E445c¢ providing: Salary, Bonus and
0034521 0034522 3/27/2003 0:00 Long-Term Incentive information for Sigrun Lane and Karen Bartlett

Document Delivery Form providing response to request number C 246A providing copy of letter to
Andrew Wang dated September 11, 1998 regarding PPFSC monitoring, and presentation dated February
0034523 0034533 4/1/2003 0:00 22, 1999, by BCBSA to PPFSC

Document Delivery Form providing response to request number C246A providing: (a) Letter to Andrew
0034523 0034533 4/1/2003 0.00 Wang, dated 9/11/98, re: PPFSC monitoring; (b) Presentation, dated 2/22/99, by BCBSA to PPFSC
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Document Delivery Form providing response to request number E513 providing: Current Standard
Product and Compensation Addenda to Premera's Washington practioner agreement or facility
agreements: Dimensions; Dimensions Benefit Tier Standards; Public Employees Benefits Board; MSC
Care/Prime Care; Participating; Preferred; Fee for Service; Healthy Options; HealthPlus; Facility

0034534 0034571 4/2/2003 0:00 Agreement - Compensation Agreement; Facility Agreement - Dimensions Benefit Tier Standards
Document Delivery Form providing response to request number WA28 providing: February 2002
0034572 0034633 4/7/2003 0:00 Officer's Financial & Operational Review (Beige Book)

Document Delivery Form providing response to request number E513 providing: Individual Managed

Care - Fee For Service; Medicare + Choice - Full Risk; Medicare + Choice - Shared Risk; MSC

Care/Prime Care - Fee For Service; Participating (indemnity); Basic Health Plan - Fee For Service; Basic

Health Plan - Full Risk; Basic Health Plan - Shared Risk; Healthy Options - Fee For Service; Healthy

Options - Full Risk; Healthy Options - Shared Risk; Health Plus - Fee for Service; Health Plus - Full )

Risk; Health Plus - Shared Risk; Medicare + Choice - Fee for Service (SE); Medicare + Choice - Fee for

Service (SW); Point of Service - Fee for Service; Point of Service - Full Risk; Point of Service - Shared .

0034634 0034866 4/7/2003 0:00 Risk; Preferred; Sample Hospital Pricing Agreement

. Document Delivery Form providing response to request number B164 providing: Electronic copies Code
0034867 0034868 4/8/2003 0:00 Allowable Sheets for the four Alaska Regions.

- Document Delivery Form providing response to request number E409A providing: Premera BDR
0034869 0034906 4/9/2003 0:00 through March 2003 pursuant to John Ellis' request on March 14, 2003
Document Delivery Form providing response to request number 522 providing: Answers to questions on
0034907 0034910 4/8/2003 0:00 3/27/03 e-mail regarding investments
) Document Delivery Form providing response to request number E403 providing: Copy of agreement

0034911 0035022 4/11/2003 0:00 between Premera Blue Cross and Microsoft, dated October 1 1, 2002.

Document Delivery Form providing response to request number 874-910 providing: Premera
memorandum and supporting documentation in response to 36 tax-related questions posed by PWC on

0035023 0035057 4/11/2003 0:00 March 4, 2003 )
Document Delivery Form providing response to request number B157 & B164 providing: Blue Cross of
0035058 0035119 4/14/2003 0:00 Washington and Alaska contracts with Providence Hospital in Alaska
. Document Uo=<nQ.mo:= providing response to request number 517 providing: Follow up on open items
0035120 0035121 " 4/15/2003 0:00 from 4/1/03 conference call
- Document Delivery Form providing response to request number 518 providing: ASC Alaska business
0035122 0035123 4/14/2003 0:00 split out . ,
Document Delivery Form providing response to request number 519 providing: Answers to questions
0035124 0035125 4/14/2003 0:00 from 4/3/03 Kim Jacobson email
Document Delivery Form providing response to request number 521 providing: Answers to questions
0035126 0035127 4/14/2003 0:00 from 4/3/03 Kim Jacobson email
Document Delivery Form providing response to request number 524 providing: Answers to questions
0035128 0035129 4/14/2003 0:00 from 4/4/03 Chris Thomas email
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0035130
0035134
0035250
0035273
0035277
0035279
0035281

0035292

0035296

0035325

0035339

0035341

0035346

0035351

0035356

0035133

0035249

0035272

0035276

0035278

0035280

0035291

0035295

0035324

0035338

0035340

0035345

0035350

0035355

0035357

10/27/2003

entDaté S e R . i g
Document Delivery mo_ﬁ_ Eofa.:m Rmvosmn 8 Encoﬁ ::EUQ 527 v3<a_=m >=m<<2m 8 n:mm:ozm
4/15/2003 0:00 from 4/14/03 Blackstone request

Document Delivery Form providing response to request number E509 providing: Small Group Rate
4/17/2003 0:00 Filing Effective 6/1/2003 :

Document Delivery Form providing response to request number ES15 providing: Eastern Washington
4/17/2003 0:00 Mid-Year fee schedule documents

Document Delivery Form providing response to request number 520 providing: Answers to questions
4/15/2003 0:00 from 4/3/03 Kim Jacobson email

Document Delivery Form providing response to request number 523 providing: Answers to questions
4/15/2003 0:00 from 4/8/03 Jeff Peres email

Document Delivery Form providing response to request number E526 providing: Underwriter Authority
4/17/2003 0:00 Matrix

. Document Delivery Form providing response to request number E528 providing: Presentation

4/17/2003 0:00 "Refinement of Corporate Names and Marks" with additional support notes.

Document Delivery Form providing response to request number E445D providing: 2002 co:&
4/21/2003 0:00 information for benchmark jobs

Document Delivery Form providing response to request number ES25§ providing: Matrix reflecting rules

re director independence and draft questionnaire as referenced on Bates ppage 0032525 of December 10,

2002 Governance Committee minutes. NOTE: The matrices and memorandum were drafted in

December 2002 and reflected the current and proposed Sarbanes-Oxley, NASDAQ and NYSE rules at

that time. Updated matrices and questionnaire are also attached hereto as part of Premera's packet of
4/21/2003 0:00 questionnaires it sends each year to all directors

Document Delivery Form providing response to request number E528 providing: MSC Brand Equity
4/21/2003 0:00 Study- September 2000

Document Delivery Form providing response to request number E481A providing: Schedule and detail

on historical 'other income' and 'other expenses' by state. Revised for 1998 for account 72000 as amounts
4/24/2003 0:00 were determined to apply specifically to WA :

Document Delivery Form providing response to request number E505 & C241 providing: Capital Uses
4/25/2003 0:00 Analysis

Document Delivery Form providing response to request number E506 providing: An analysis of

Premera's proposed IPO which would include an accretion/dilution analysis demonstrating the impact to

Premera's return on equity and/or return on pro- -forma eamings per share from employing any capital
4/25/2003 0:00 raised by Premera in the IPO.

Document Delivery Form providing response to request number E507 providing: Additional data request

for actuarial valuation split for WA/AK on the following: Change in :o:-maa_zma assets, Other
4/24/2003 0:00 income/expense

Document Delivery Form providing response to request number E510 providing: Premera's response to
4/25/2003 0:00 email question posed by Kim Jacobson on 3/19/2003
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Document Delivery Form providing response to request number E514 providing: Listing of Top Ten
Washington Hospitals and Key Reimbursement terms; Listing of Top Ten Rural W. Washington and Top
Ten Rural E. Washington Hospitals and Key Reimbursement terms; Listing of Top Ten Washington
Physician Groups and Key Reimbursement terms; Listing of Top Ten Rural W. Washington-and Top Ten

0035358 0035362 4/30/2003 0:00 Rural E. Washington Physician Groups and Key Reimbursement terms
v Document Delivery Form providing response to request number E529 providing: Consultants' request

0035363 5/6/2003 0:00 asks for "data" related to the following except from Bates page 0010220

Document Delivery Form providing response to request number WA28 providing copy of March 2003
0035364 0035433 3/31/2003 0:00 Officer's Financial & Operational Review (Beige Book)

Document Delivery Form providing response to request number ES30 providing response to questions
0035434 000035476 5/12/2003 0:00. from Signal Hill

Document Delivery Form providing response to request number ES31 providing response to questions
0035477 0035498 3/9/2003 0:00{from BlackStone

Document Delivery Form providing response to request number 532 providing answers to question from
0035499 0035506 5/12/2003 0:00(4/25/03 PWC request

Document Delivery Form providing response to request number WAOQ4 providing: Presentations related

to conversion and/or strategic planning presented to Premera Board of Directors at Premera Board
0035507 0035572 5/15/2003 0:00|meeting on May 13, 2003

Document Delivery Form providing response to request number E516 providing: Physician counts per
0035573 0035575 5/12/2003 0:00{questions 18, 19, 22, 23 and 24 of John Ellis' provider contracting meeting questions.

Document Delivery Form providing response to request E 537 - Providing table showing average
0035576 0035577 5/21/2003 0:00|compensation for EVP's and SVPs, 1998 - 2002.

Document Delivery Form providing response to request number WA06 providing: Premera: BOD

Meeting minutes dated 2/11-12/03; Investment, Audit & Compliance Committee Meeting minutes dated

2/5/03; Investment, Audit & Compliance Committee Meeting minutes dated 2/1 1/03; Quality Committee

Meeting minutes dated 2/12/03: Premera Blue Cross: BOD Meeting minutes date 2/11-12/03;

Investment, Audit & Compliance Committee Meeting minutes dated 2/5/03; Investment, Audit &
0035578 0035618 5/27/2003 0:00{Compliance Committee Meeting minutes dated 2/11/03

Document Delivery Form providing response to request number WA 106 providing: Mercer
0035619 0035654 5/22/2003 0:00|Compensation Study presented to Premera Board at May BOD meeting

Document Delivery Form providing response to request number WA 128 providing: Communications to
0035655 0035680 5/22/2003 0:00[Premera management re Premera conversion message. Q&A document re conversion

Document Delivery Form providing response to request number E539 and E540 providing: Premera
0035681 0035685 5/23/2003 0:00|responses to questions raised by PWC and John Ellis :

Document Delivery Form providing response to request number E541 providing: Matrix showing terms
0035686 0035706 5/23/2003 0:00]of Voting Trust and Divesture Agreements from other conversions

Document Delivery Form providing response to request number ES37A providing: Summary of
0035707 0035708 5/29/2003 0:00 [compensation paid to Betty Woods, former CEO of Premera, in 1998 and 1999,
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0035709

0035710

5/30/2003 0:00

Document Ua__<nQ Form provi _=m response to request .:::cn_, muw v3<=__:m >:m<<na 8 ncnm:os no_.
PWC questions on request #507

0035711

0035777

5/29/2003 0:00

Document Delivery Form providing response to request number WA 28 providing: April 2003 Officer's
Financial & Operational Review (Beige Book)

0035778

0035798

6/3/2003 0:00

Document Delivery Form providing response to request number WA 06A providing: February and April
Premera and Premera Blue Cross Governance Committee Minutes

0035799

0035803

6/3/2003 0:00

Document Delivery Form providing response to request number 545 providing: For each physician
agreement that provides for above-standard fees and that is for a group of twenty or more physicians,
please provide: (a) The name of the physician group; (b) The city and county of its primary place of
business; © The total number of physicians in the group; (d) The number of physicians of the group by
county, if the'group has physicians in more than one county.

0035804

6/3/2003 0:00

Document Delivery Form providing response to request number E546 providing: Why are counties in
Oregon and Idaho included in your response to E5167

0035805

0035837

6/4/2003 0:00

Document Delivery Form providing response to request number 498 B providing: Audited statements
Consolidated Premera Blue Cross GAAP as of 12/31/02

0035838

0035870

6/4/2003 0:00

Document Delivery Form providing response to request number 498B providing: Audited statements
Consolidated Permera Blue Cross GAAP as of 12/31/02

0035871

0035873

6/5/2003 0:00

Document Delivery Form providing response to request number E533 providing: CD's w/the following
sample policies: Individual, Community Related 2-99 ("CR"), 100+ Retention, Minimum premium plan
100+, CR 2-99 PPO (small group), ASC (large group), Medicare Supp-AK, Federal Employee Program-
AK

0035874

0035875

6/5/2003 0:00

Document Delivery Form providing response to request number ES47 providing: investment-related data
requests by Signal Hill Capital Group

0035876

0035878

6/5/2003 0:00

Document Delivery Form providing response to request number E542 and E544 providing: Premera's
responses to E542 and E544

0035879

0035984

6/6/2003 0:00

Document Delivery Form providing response to Rncmmn number E548 providing: Cumulative Business
Decision Reporst for renewing and new medical busuiness offr Washington at year-end 2001, year-end
2002, 2003 (through May).

0035985

0035986

6/6/2003 0:00

Document Delivery Form providing response to request number 549 providing: Answers to PWC
questions on request #549

0035987

0035988

6/17/2003 0:00

Document Delivery Form providing response to request number 550 providing: Answers to PWC
questions on request #550

0035989

0035991

6/17/2003 0:00

Document Delivery Form providing response to request number 551 providing: Answers to PWC
questions on request #551

0035992

0035999

6/17/2003 0:00

Document Delivery Form providing response to request number E552 providing: Supporting worksheets
for REVISED other income/expense, investments income and realized gain(loss) that describes how the
split between WA and AK was calculated through year end 2002

0036000

0036019

6/17/2003 0:00

Document Delivery Form providing response to request number E553 providing: investment-related

follow-up data request by Signal Hill Capital Group

10/27/2003
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Document Delivery Form providing response to request number E548 providing: BDR Reports for 2001,
0036020 0036273 6/18/2003 0:00{2002 and year-to-date May 2003 showing full year data for each period.
Document Delivery Form providing response to request number E554 providing: data request from Kim
0036274 0036276 6/17/2003 .0:00|Jacobson of Peterson Consulting
Document Delivery Form providing response to request number WA04 providing: Sale and Marketing
0036277 0036296 6/27/2003 0:00{Presentation presented to Premera officers on 6/25/03
Document Delivery Form providing response to request number E558 providing: Copies of engagement
0036297 0036326 6/27/2003 0:00]letters between Premera and Emst & Young related to various conversion-related tax matters
" |Document Delivery Form providing response to request number WA04 providing: Revised Sales and
0036327 0036346 6/30/2003 0.00|Marketing Presentation presented to Premera officers on June 30, 2003
Document Delivery Form providing response to request number 561 providing: Answers to Signal Hill
0036347 0036348 6/30/2003 0:00{question on projected yield on investments
Document Delivery Form providing response to request number WA28 providing: May 2003 Officer's
0036349 0036424 7/1/2003 0:00|Financial & Operational Review (Beige Book)
. Document Delivery Form providing response to request number 555 providing: Answers to differences
0036425 0036431 7/3/2003 0:00 | between states for GAAP versus Stat.
0036432 0036435 7/10/2003 0:00|Document Delivery Form providing response to request number 563 providing:
Document Delivery Form providing response to request number E562 providing: Electronic copies of
0036436 0036437 7/14/2003 0:00{BDRs for CY 2001, CY 2002 and YTD 2003 (through June).
Document Delivery Form providing response to request number WA04 providing: Board Newsletter -
0036438 0036444 7/9/2003 0:00{July 2003 .
Document Delivery Form providing response to request number E543 providing: Premera's response to
0036445 0036447 7/14/2003 0:00|E543 posed by PWC
. Document Delivery Form providing response to request number WA05 providing: Additional
0036448 0036531 7/17/2003 0:00|correspondence between Premera and Goldman Sachs
Document Delivery Form providing response to request number 561 providing: Change in Control
0036532 0036534 7/17/2003 0:00]|Agreement for Heyward Donigan .
Document Delivery Form providing response to request number WA 102 providing: AM Best Rating
0036535 0036547 7/29/2003 0:00|Report, dated July 17, 2003, for Premera Blue Cross
Document Delivery Form providing response to request number ES59 providing: Copy of Engagment
0036548 0036553 8/4/2003 0:00|letter between Emst & Young and Premera, dated June 29, 2003
Document Delivery Form providing response to request number E567 providing: response to a question
0036554 0036555 8/4/2003 0:00|presented by Dr. Leffler
Document Delivery Form providing response to request number WA 564 providing: copy of email
0036556 0036557 8/13/2003 0:00]responses to John Ellis requesting additional information/clarification . :
0036559 0036576 2/20/2003 0:00|Privilege Document 0000000021 - 0000000038; WA 04; Conversion_Update Materials; E570 Crosswalk
Privilege Document 0000000039 - 0000000061; WA 05; LeBouf, Lamb BCBS Conversion and
0036577 0036599 2/21/2003 0:00{Acquisition Study; E570 Crosswalk
10/°712003
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WA 05; Town Hall Presentations; E570 Crosswalk
Privilege Document 0000000127 - 00000001 30, WA 05; Rough Draft of an Outline for Mgmt
0036601 0036604 8/25/2002 0:00Presentation at Public Hearing; E570 Crosswalk :
Privilege Document 0000000134 - 00000001 36; WA 49; Preliminary Thoughts Before Tomorrow's
0036605 0036607 8/8/2002 0:00 Meeting; E570 Crosswalk .
Privilege Document 0000000137 - 0000000139; WA49, WAS0, E439, E452, WAS53; Premera
0036608 0036610 8/2/2002 0:00|Conversion - Effective Tax Rate Work Plan; E570 Crosswalk
Privilege Document 0000000171 - 0000000275; WAO04; Board Planning Steering Committee meeting;
0036611 0036715 5/8/2002 0:00]E570 Crosswalk
Privilege Document 0000000408 - 0000000435; WAO04; Board Planning Steering Committee meeting;
0036716 0036743 3/20/2002 0:00|E570 Crosswalk
Privilege Document 0000000436 - 0000000475; WAO04; Board Planning - EMG Meeting; E570
0036744 0036783 3/7/2002 0:00|Crosswalk .
Privilege Document 0000000570 - 0000000579; WA 04, WAO6; Board Planning Meeting; E570
0036784 0036793 1/9/2002 0:00)Crosswalk
0036794 0036832 10/13/2001 0:00|Privilege Document 0000000642 - 0000000680; WA04; Board Planning Meeting; E570 Crosswalk
Privilege Document 0000000947 - 0000000949; WA06, B102, B103, Bl 13, WA103-107; Premera BOD
0036833 0036835 10/6/2002 0:00|Retreat minutes; ES70 Crosswalk
Privilege Document 0000000950 - 0000000952; WAO06, B102, B103, Bl 13, WA103-107; Premera BOD
0036836 0036838 10/6/2002 0:00|retreat minutes; ES70 Crosswalk
Privilege Document 0000000959 - 0000000968; WA06, B102, B103, Bl 13; Premera BOD minutes;
0036839 0036848 8/14/2002 0:00{E570 Crosswalk '
. Privilege Document 0000000969 - 0000000978; WAO06, B102, B103, B113; Premera BOD minutes;
0036849 0036858 8/14/2002 0:00|E570 Crosswalk )
Privilege Document 0000001038 - 0000001045; WA06, B102, B103, Bl 13; Premera Investment, Audit
0036859 0036866 12/11/2001 0:00{& Compliance Committee minutes; E570 Crosswalk ’
Privilege Document 0000001090 - 0000001 107, WA06, B102, B103, B113; Premera BOD minutes;
0036867 10036884 12/6/2000 0:00{E570 Crosswalk
Privilege Document 0000001108 - 0000001 127; WA06, B102, B103, B113; Premera BOD minutes;
0036885 0036904 8/16/2000 0:00|ES70 Crosswalk
Privilege Document 0000001128 - 0000001227, WA04; Board Planning Steering Committee meeting;
0036905 0037004 5/1/2002 0:00|E570 Crosswalk
Privilege Document 0000001396 - 0000001398; WA 48; Attorney Client/Work Product Protected; E570
0037005 0037007 3/12/2003 0:00|Crosswalk
Privilege Document 0000001467 - 0000001472; WA06, B102, B103, Bl 13; Premera Investment, Audit
0037008 0037013 2/12/2002 0:00|& Compliance Committee meeting; E5S70 Crosswalk .
Privilege Document 0000000959 - 0000000968; WAO06, B102, B103, Bl 13; Premera Investment, Audit
0037014 0037020 2/12/2002 0:00]{& Compliance Committee minutes; E570 Crosswalk
Privilege Document 0000001480 - 0000001488; WAO06, B102, B103, Bl 13; Premera Blue Cross
0037021 0037029 12/11/2001 0:00{Investment, Audit & Compliance Committee minutes; E570 Crosswalk
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ation of Capital Planning Options; E570

0037030 0037048 9/9/2001 0:00|Crosswalk
: Privilege Document 0000001530 - 0000001535; WAQ6, B 102, B103, B113; Premera Special Meeting of
0037049 0037054 5/14/2002 0:00{the BOD; E570 Crosswalk  °
Privilege Document 0000001536 - 0000001 543; WAO4; Premera Capital Planning - Transaction
0037055 0037062 5/14/2002 0:00|Priorities; E570 Crosswalk :
i Privilege Document 0000001544 - 0000001553; WAO06, B102, B103, B113; Premera BOD minutes;
0037063 0037072 12/11/2002 0:00|E570 Crosswalk

Privilege Document 0000001554 - 0000001563; WAO06, B102, B103, Bl 13; Premera Blue Cross BOD
0037073 0037079¢ 12/11/2002 0:00 | minutes; E570 Crosswalk
Privilege Document 0000001633 - 0000001727; WAO04; Board Planning Steering Committee Meeting;

0037080 0037147 2/6/2002 0:00/E570 Crosswalk

Privilege Document 0000001830 - 0000001 838, WA06,B102, B103, B113; Premera Executive and
0037175 0037183 8/15/2000 0:00|{Governance Committee meeting; E570 Crosswalk

Document Delivery Form providing response to request number WAO04 providing: Presentations
0037184 0037229 8/21/2003 0:00]presented to Premera Board of Directors on August 12 and 13, 2003

Document Delivery Form providing response to request number WA06B providing: May 2003 Premera
0037230°  ]0037289 8/21/2003 0:00|and Premera Blue Cross Board Committee Minutes

Document Delivery Form providing response to request number ES57 providing: Premera response to
0037290 0037295 8/26/2003 0:00|PWC's IT Controls question

Document Delivery Form providing response to request number 558 providing: Information per 8/13/03
0037296 10037302 8/15/2003 0:00]email .

- |Document Delivery Form providing response to request number 566 providing: Updated AK projection
0037303 0037304 8/15/2003 0:00|numbers

Document Delivery Form providing response to request number E568 providing: letter dated January 29,
0037305 0037309 8/21/2003 0:00{2003 from Diane Doubleday to Patrick M. Fahey
0037310  [0037471 8/22/2003 0:00{Document Delivery Form providing response to request number E569 providing: BCBSA Brand Book

. Document Delivery Form providing response to request number WA28 providing: June 2003 Officers

0037472 0037551 8/28/2003 0:00{Financial and Operational Review .

Document Delivery Form providing response to request number WAOI providing: Updated corporate
0037552 0037553 9/4/2003 0:00|organizational chart

Document Delivery Form providing response to request number WA28 providing: July 2003 Officers
0037554 0037634 9/4/2003 0:00|Financial and Operational Review

Document Delivery Form providing response to request number ES80 providing: Documents ordered to
be produced by Premera pursuant to mmammm_ Master's Decision Following In Camera Review of

0037635 0037667 9/10/2003 0:00|Documents, dated September 8, 2003; Privilege documents PPRE 001758 - 001762, 001848 - 001873
Document Delivery Form providing response to request number E571 providing: Materials related to
0037668 0037855 9/10/2003 0:00|BCBSA marketing activities in the State of Washington
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Document Delivery Form providing response to request number E572 m.:oin::m“ Premera pa
the BCBSA Brand Communications Audit in 2000 and 2001 and provided information to the BCBSA
regarding ad spending by medium. Acopy of the 2001 Survey is attached hereto. Premera did not

0037856 0037889 9/10/2003 0:00participate in 2002 or 2003
Document Delivery Form providing response to request number E573 providing: please see
0037890 9/10/2003 0:00|documentation provided in response to E571
) Document Delivery Form providing response to request number E574 providing: please see
0037891 9/10/2003 0:00|documentation provided in response to E571

Document Delivery Form providing response to request number ES75 providing: Premera is able to
download customer "leads" from BCBSA web site. In 2002, Premera downloaded a total of 545 "leads"
therefrom. It is unknown how many of thhese leads became or will become customers. In 2003, Premera
has downloaded a total of 93 customer "leads" from the site. It is unknown how many of these leads
0037892 . 9/10/2003 0:00|became or will become customers.

Document Delivery Form providing response to request number E577 providing: there are no other

) BCBSA requirements to which Premera must adhere in order to maintain its license or participate in
0037893 9/10/2003 0:00| BCBSA programs .

Document Delivery Form providing response to request number E578 providing: Attached please find
documentation regarding Premera's decoupling efforts related to LifeWise of Washington and LifeWise

0037894 0037920 9/10/2003 0:00|of Oregon
Document Delivery Form providing response to request number E579 providing: Premera Investment
0037921 0037923 9/10/2003 0:00{Portfolio Performance as of June 30, 2003

Document Delivery Form providing response to request number E582 providing: Map of State of
Washington showing counties in which Premera has Blue Cross and /or Blue Shield. Premera also
0037924 0037925 9/10/2003 0:00confirms that Regence BCBS has the right to use both marks in Clark County, Washington

Document Delivery Form providing response to request number 576 providing: Information per 8/25/03
0037926 0037929 9/16/2003 0:00|email )

Document Delivery Form providing response to request nuniber 581 providing: Information per 9/5/03

0037930 0038115 9/16/2003 0:00)|email from Signal Hill
: Document Delivery Form providing response to request number WA 128 providing: Conversion update

0038116 0038117 . 9/23/2003 0:00sent to all Premera employees on September 17, 2003

Document Delivery Form providing response to request number WAOQ1 providing: Updated corporate
0038118 0038119 9/30/2003 0:00]organizational chart

Document Delivery Form providing response to request number WA 04 providing: Conversion
0038120 0038134 9/30/2003 0:00|presentation presented to Premera Management on September 9, 2003

Document Delivery Form providing response to request number E583 providing: Premera responses to
0038135 10038174 9/30/2003 0:00|Cantilo & Bennett questions regarding BCBSA marketing activities

. Document Delivery Form providing response to request number 585 providing: 2002 IBNR reserves

0038175 0038176 10/1/2003 0:00{compared to booked amounts

Document Delivery Form providing response to request number 587 providing: payments made to
0038177 0038178 10/1/2003 0:00|BCBSA in the past five years and the reason for such payments
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Document Delivery Form providing response to request number 588 providing: information regarding the
0038179 0038180 10/1/2003 0:00]{Premera PEBB account .

Document Delivery Form providing response to request number WA28 providing: August 2003 Officer's
0038181 0038257 - 10/1/2003 0:00|and Director's Financial and Operational Review

Document Delivery Form providing response to request number 586 providing: States West Life
0038258 0038259 107172003 0:00}Insurance Company Revenue & Claims Variance Analysis

Document Delivery Form providing response to request number WAO04b providing: Presentations
0038260 0038352 10/7/2003 0:00 | presented to Premera BOD on October S and 6, 2003

Document Delivery Form providing response to request number WA 125 providing: Intercompany
0038353 0038354 10/7/2003 0:00|Agency Agreement, dated January 22, 1999, between Premera Blue Cross and Premera First, Inc.

Document Delivery Form providing response to request number E564 providing: Premera responses to
0038355 0038356 10/7/2003 0:00|questions posed by Keith Leffler . )

0118910 0118910
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BLUE CROSS AND BLUE SHIELD CONVERSIONS

Initial Public Offering

NAME TYPE DATES COMMENTS
Blue Cross and Blue Shield of Kentucky | Merger/Acquisition 1993 Anthem acquired Blue Cross and Blue
Shield of Kentucky in 1993.
Blue Cross of California Conversion to for-profit 1993 Finalized. In 1996, WellPoint and Blue
Cross of California merged into a single
stockholder-owned company, WellPoint
Health Networks Inc.
BlueCross and BlueShield of Missouri Conversion 1994 Formation of RightChoice and the public
offering of its stock.
Blue Cross and Blue Shield of Maryland | Proposed conversion from | 1994-1995 Proposed conversion was rejected by the
a nonprofit health services Insurance Commissioner in January 1995,
corporation to a for-profit A
stock insurance company

Trigon Healthcare, Inc. Demutualization and 1994-1997 Finalized. Anthem, Inc. and Trigon

Healthcare, Inc. jointly announced that
they have entered into a definitive merger
agreement,

BLUE CROSS AND BLUE SHIELD CONVERSIONS, Page 2




Jersey

NAME TYPE DATES COMMENTS
Community Mutual Insurance of Ohio Merger 1995 Merged with Anthem Insurance
Companies, Inc. in 1995.
Trigon Healthcare, Inc Proposal to convert to w 1996 Completed 1996.
for-profit corporation and
Initial Public Offering
Blue Cross Blue Shield of Nevada Merger 1996 Merger with Blue Cross Blue Shield of
Colorado, purchased by Anthem in
Colorado acquisition.
Blue Cross of Western Towa Merger 1996 Merged with South Dakota Blue Shield in
1996.
Blue Cross and Blue Shield of New Proposed Merger 1996-1997 Proposed 1996 merger with Delaware

BCBS put on hold because of
undervaluation concerns. Deal called off
in 1997 citing legal and regulatory hurdles
in both states.
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NAME

TYPE

DATES

COMMENTS

Blue Cross and Blue Shield of Texas

Merger with BCBSIL

1996-1998

Merger approved by Illinois and Texas
Insurance Departments in late 1998,
Challenged in court by Attorney General
and approved on appeal July, 2003,

Blue Cross Blue Shicld of Itlinois

Merger with BCBSTX

1996-1998

Merger approved by Illinois and Texas
Insurance Departments in late 1998.
Challenged in court by Attomey General
and approved on appeal July, 2003.

Bluc Cross Blue Shicld ol'Georgia

Conversion to for-profit
company

1996-2001

Plan approved, class action lawsuits filed
in 1997, settled July 1998. Acquisition by
WellPoint Health Networks, Inc. in 2001.

Empire Health Choice (formerly known
as Empire Blue Cross & Bluc Shield)

Proposed conversion of
Empire Blue Cross to for-
profit, publicly traded
company

1996-2002

Empire BCBS’s conversion plan was
approved in May 2000. In January of
2002, New York legislators and Governor
Pataki approved a change in New York'’s
insurance law allowing Empire BCBS to
convert to for-profit status.
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DATES

COMMENTS

Blue Cross and Blue Shicld of Colorado

Proposed Conversion and
Acquisition by Anthem

1997-1998

Proposed conversion and sale to Anthem

approved November 5, 1999, however
two appeals resulting from that
proceeding remain pending in the
Colorado Supreme Court.

Blue Cross Blue Shield of Connecticut

Merger/Acquisition

1997-1999

Anthem Insurance Companies merger
finalized in 1999,

Blue Cross Blue Shield of North Dakota

Conversion from a non-
profit health services
corporation to a non-profit
mutual insurance company

1997-2000

Approved after a series of hearings in
1999 and 2000.

La Cruz Azul de Puerto Rico

Conversion from nonprofit
to for-profit status

1998

Finalized.
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NAME

TYPE

DATES

COMMENTS

Group Hospitalization and Medical
Services, Inc. d/b/a BCBS of District of
Columbia

Affiliated with Blue Cross
Blue Shield of Maryland
and Delaware

1998-2000

Merged with BCBS of Maryland in 1997.
The combination of BCBSMD and
GHMSI was completed in January 1998.
CareFirst announced plans to affiliation
with nonprofit BCBSD in December
1998. In January 1998 the combination
BCBSD was required to maintain its
nonprofit status for a period of two years,
and that BCBSD agree to a "snapshot"
valuation.

Blue Cross Blue Shield of New
Hampshire

Acquisition

1999

Acquired by Anthem Inc., affiliated with
CareFirst, the Maryland and D.C. BCBS
plans in October 1999.

Blue Cross Blue Shield of Delaware

Conversion from a non-
profit health services
corporation to a for-profit
domestic mutual insurance
company

1999

BCBSD was required to maintain its
nonprofit status for a period of two years,
and that BCBSD agree to a "snapshot"
valuation. The affiliation was approved in
March 2000.
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NAME

TYPE

DATES

COMMENTS

Associated Hospital Service of Maine
(d/b/a Blue Cross and Blue Shield of
Maine)

Conversion from a
nonprofit hospital and
medical service
organization to a for-profit
stock health insurer

1999-2000

Acquired by Anthem Insurance
Companies, Inc. in May 2000.

Blue Cross and Blue Shield of
Wisconsin

Proposed Conversion and
Initial Public Offering

1999-2001

Conversion proposal approved in 2000,
acquired by Cobalt Corp. in March 2001.

Blue Cross and Blue Shield of Kansas,
Inc.

Conversion to for profit

1999-2000

Settled, August, Nooo..

Blue Cross Blue Shield of New Mexico

Merger/Acquisition

2000-2001

Accepted an acquisition offer from Health
Care Services Corporation (the owner of
BCBSIL and BCBSTX.

Anthem Insurance Companies, Inc.

Conversion from a mutual
insurance company to a
stock company and Initial
Public Offering

2001

Plan of Conversion approved by the
Indiana Department of Insurance on
October 25, 2001; Completion of its
conversion from a mutual insurance
company to a stock company, and became
a wholly owned subsidiary of Anthem,
Inc. October 30, 2001.
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NAME

TYPE

DATES

COMMENTS

Blue Cross and Blue Shield of Kansas,
Inc.

Sponsored demutualization
and sale to Anthem

2001-2002

February 11, 2002, demutualization and
application of Anthem formally rejected
by the Insurance Commissioner.
Rejection affirmed by the Supreme Court
in 2003.

RightCHOICE Managed Care, Inc. d/b/a
Blue Cross & Blue Shield of Missouri
and Alliance Blue Cross and Blue Shield

Proposed Acquisition

2001-2003

Approved, August, 2003. Proposed
acquisition of Healthy Alliance Life
Insurance Company, HMO Missouri, Inc.,
HealthLink HMO, Inc., Wholly Owned
Subsidiaries of Right CHOICE Managed
Care, Inc. d/b/a Blue Cross & Blue Shield
of Missouri and Alliance Blue Cross and
Blue Shield by WellPoint Health
Networks, Inc.

CareFirst, Inc., the Blue Cross and Blue
Shield licensee in Maryland, Delaware,
the District of Columbia and Northern
Virginia

Conversion and acquisition
by WellPoint Health
Networks, Inc.

2001-2003

Rejected by the Maryland Insurance
Commissioner.

Trigon Healthcare, Inc.

Proposed Acquisition

2002

Acquisition of Trigon Healthcare Inc. by
Anthem, Inc. April, 2000.

BLUE CROSS AND BLUE SHIELD CONVERSIONS, Page 8




Carolina

nonprofit to a for-profit
insurer

NAME TYPE DATES COMMENTS
Blue Cross Blue Shicld of Vermont Conversion 2002 Legislature refused to enact legislation:
Mountain State BlueCross BlueShield of | Proposed Affiliation with | 2002 Pending.
West Virginia Highmark, Inc.
Blue Cross Blue Shicld of Delaware Conversion and acquisition | 2002 Rejected by the Maryland Insurance
: . by WellPoint Health Commissioner.
Networks, Inc.
Blue Cross Blue Shield of the District of | Conversion and acquisition | 2002 Rejected by the Maryland Insurance
Columbia by WellPoint Health Commissioner.
Networks, Inc.
Blue Cross Blue Shicld of North Conversion from a 2002-2003 Initial Application filed January 2002,

Second Amended and Restated Plan of
Conversion dated September 30, 2002,
withdrawn July 8, 2003. BCBSNC
provided state regulators with revised

conversion agreements that meet approval

by the BCBSA September 16, 2003. -
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NAME

WellPoint Health
Networks Inc.

TYPE DATES COMMENTS

Premera Blue Cross and Blue Shicld of | Proposed Conversion and | 2002 — Pending.
Washington Initial Public Offering of | Present .

Premera .
Premera Blue Cross and Blue Shield of Proposed Conversion and | 2002 — Pending.
Alaska Initial Public Offering of Present

Premera
Cobalt Corp., Wisconsin Merger/Acquisition by 2003 Approval of proposed merger, September

19, 2003, by order of the Wisconsin OIC,
and by the BCBSA (precondition of the
merger by the OIC). Unites two Blue
Cross/Blue Shield providers, adds almost
IM members to WellPoint in the
Midwest. June 3, 2003, WellPoint and
Cobalt announced that they signed a
definitive agreement to merge. The
transaction is structured as a merger of
Cobalt with a wholly owned subsidiary of
WellPoint.
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